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PSEG Overview

Power of Profitability

Power of Portfolio Management
Power of Reliable Service

Power of People Who Care

Power of Environmental Commitment

Officers and Directors
Form 10-K
Stockholder Information

Twelve months ending 12/31/03

PSEG

Parent Revenues: $11.1Bn
Company-Consolidated Income from Continuing Ops: $852MM
ROE: 18.2%
Assets: $28.1Bn
PSEG Wholesale Energy Revenues: $5.68n
" Power income from Continuing Ops: $474MM
Assets: $7.7Bn

PSEG Delivery Revenues: $6.7Bn
Income from Continuing Ops:* $243MM
Assets: $13.1Bn
PSEG Energy Investments Revenues: $0.7Bn
Energy Holdings & Internationel Income from Continuing Ops:* $166MM
Assets: $7.5Bn

*/ncome from Continuing Operations, less preferred dividends,







In 2003 — our company’s 100th year —PSEG

once again strongly demonstrated its ability to
deliver shareholder value and succeed in the

energy marketplace.

We earned a record $852 million, or $3.72 per
share, from continuing operations in 2003. We
significantly improved the balance sheet
through the addition of $1.6 billion of equity.
And we again paid dividends, extending our
company’s record of uninterrupted annual div-

idends to 96 years.

We continued to provide solid returns for
shareholders. PSEG’s total return for 2003 —a
combination of stock price appreciation and
dividends — was about 44 percent, placing us
among the top performers for the year. Over

the past five years, PSEG shareholders have

enjoyed a total annual return of about 8 per-
cent— outpacing the S&P 500 and the Dow

Jones Utilities indices by substantial margins.

We continue to maintain a strong focus on
improving shareholder value. Our Board of
Directors recently approved a one-cent
increase in PSEG’s quarterly dividend, effective
in the first quarter of 2004 and raising our
annual indicated dividend rate from $2.16 to
$2.20 per share. Our objective is to continue
modest dividend increases in future years pro-

vided we achieve our financial expectations.

We have maintained a remarkably steady course
over the past several years in the face of a very dif-
ficult business environment, characterized by a
significant generation overbuild, volatile energy

prices and demanding capital markets. PSEG’s




performance reflects the solid fundamentals of
our company’s core energy businesses in the
northeastern United States and our continued
attention to the basics: Safe, reliable and cost-
effective power plant and utility operations; ded-
icated and responsive customer service; a strong
environmental commitment; and the continued

application of conservative financial principles.

In my letter to you last year, I noted that in 2003
we had three key objectives: Continue PSEG
Power’s success in terming up its energy and
capacity; obtain a constructive outcome in

PSE&G’s electric base rate case; and extract

greater value from PSEG Energy Holdings’

assets. These objectives were largely achieved.

PSEE POWER, our most profitable company, is a
major wholesale energy supplier in the
Northeast. In early February 2003, it obtained
another strong outcome in New Jersey’s Basic
Generation Service (BGS) auction process by
securing contracts for a substantial portion of
its anticipated output as an indirect supplier to
New Jersey electric utility customers. In the
2004 auction, held again in early February,
PSEG Power successfully participated as a

direct supplier.




The BGS auction process, which began in 2002,
evolved in 2004 toward a system that provides
for multi-year contracts and involves bidding on
only one-third of the New Jersey load each year.
With a 36-month duration established for sup-
ply contracts, the BGS process has created a
strong framework for more predictable energy

pricing for consumers and suppliers alike.

In 2003, PSEG Power also entered into a three-
year contract to supply the energy needs of
a Connecticut utility. The contract further
enhanced PSEG Power’s successful expansion
into Connecticut. It is the type of multi-year
power supply agreement that PSEG Power will

seek to replicate elsewhere in its market.

PSE&G, our New Jersey utility, again set the stan-
dard in 2003 for reliability leadership in the state
and region. Our employees performed superbly
in restoring customers’ power in the face of
severe weather and the multi-region blackout of
August 14. PSE&G’s people and systems played
a critical role in containing the blackout and pre-

venting it from spreading further.

PSE&G’s high-quality customer service and
strong community relationships laid the founda-
tion for constructive regulatory outcomes. Its
electric base rate case was resolved in July, and
as a result, PSE&G obtained a $159.5 million
increase in electric base rates. While the
increase was less than we had requested, it
should — with the continued dedication and
hard work of our employees— return PSE&G’s

profitability to an acceptable level.

The rate case decision coincided with the com-

. » g ,
pletion of the transition period in New Jersey’s
energy market restructuring, The overall suc-
cess of the process in New Jersey contrasts
favorably with restructuring initiatives in sever-

al other parts of the country.

During the four-year transition period,
PSE&G’s electric utility customers benefited
by rate discounts up to 14 percent, saving them
$1.4 billion on their electric bills. Even with
new rates in effect and the increased cost of
electric supply, the average residential cus-
tomer’s electric bill is about the same as four

years agO.

PSEG EMERGY HOLDINGS, our subsidiary with a
diversified mix of energy assets and investments
in U.S. and international markets, enjoyed a
stronger, profitable year in 2003. Its liquidity
position allowed it to use cash on hand to retire
$267 million of senior notes earlier this year
while its next scheduled maturity is not until
2007. Construction was completed and we
began supplying power under long-term con-
tracts from generating stations in the United

States, Oman, Poland and Taiwan.

Despite these improvements, we have continued
our policy of not making new investments in
PSEG Energy Holdings, with a view to oppor-
tunistically monetizing assets when reasonable
value can be received. We believe this strategy is
appropriate given developments that have height-
ened international risk. It is also in line with our

intention to focus our efforts in the Northeast.



PSEG’s Centennial
Celebration: Chairman
and CEO Jim Ferland
{center) is joined by
employees as he rang
the closing bell at the
New York Stock
Exchange on June 3,
2003, capping the
company’'s 100th
anniversary festivities.

LOOKING AHEAD, we have targeted a number of
key goa]s. These objectives build in many ways

on our achievements in 2003,

PSEG Power, our principal earnings driver, is
focused on continuing its progress in securing
long-term contracts for better than 75% of its
anticipated output. PSEG Power will aim to do
this over an 18-to-24-month horizon through a
combination of the BGS auction process in New
Jersey and by responding to requests for energy
and capacity in Connecticut, Maryland and

elsewhere in its market region.
PSE&G’s objective is to continue delivering

safe, reliable, low-cost and responsive service

for its customers. This goal is well within

o -

PSE&G’s capabilities as a traditional leader

among the nation’s utilities.

PSEG Energy Holdings’ main goal is to extract
as much value from its assets as possible. Its
improved results in 2003 point the way for-
ward, as it continues to focus on profitability

and return of capital.

We believe these goals are realistic ones.
Meanwhile, as we pursue them, we will con-
tinue our overall emphasis on further improv-
ing the balance sheet. Our business plan
involves significantly reduced capital spending
as PSEG Power completes major new genera-
tion plants over the next 18 months. Thereafter,
in 2006 and beyond, we expect cash flow well
in excess of dividends and capital expenditures
combined. This will improve our range of busi-

ness opportunities.

Despite the current overbuild in the U.S. mer-
chant generation sector, we expect that PSEG
Power will continue to produce solid earnings
due to its large base of low-cost nuclear and fos-
sil generating stations in strategic locations.
This company has generated strong earnings
even in the teeth of extremely low capacity
prices in 2003. Longer term, we expect these
prices to rebound to historic levels — the ben-

efits of which would be substantial.

Energy markets have changed dramatically in
recent years. PSEG has navigated this sea
change remarkably well in making the transition

from being an integrated utility to an energy




company with a more diversified business mix.
This is due in no small measure to our strong

stakeholder relationships and values.

PSEG has worked closely with public officials,
regulators and constituency groups—and of
course, our employees—in developing suc-
cessful competitive markets, in New Jersey and
more broadly in the Northeast. And we have
demonstrated that a strong commitment to the
environment — backed by action—can also

contribute to business success.

For all the changes of recent years, there is also
a great deal of continuity and stability at
PSEG — not only in where we do business, but
how we do it. Excellence in energy generation,
transmission and distribution is an abiding
strength of our company, and provides solid

ground on which to build for the future.

Our values also remain the same: PSEG has
built its success by keeping its commitments —
to customers, communities, employees and the
environment—and to the investors who

entrust their dollars with us.

A solid emphasis on integrity anchors all aspects
of our business, and does much to explain why
PSEG has remained a strong, reliable performer
while others have faltered. We are determined

to safeguard our company’s reputation.

Our success is also fundamentally rooted in
our employees. Once again, they came through

with a stellar performance in 2003 in meeting

PSEG Annual
Dividends per Share

Actual 2003

A Beminder for
our Shareholders:

Congress Lowers Dividend Tax Rates
Common and preferred utility dividends are now
generally taxable at reduced rates—no higher
than 15 percent—following the passage of feder-
al tax legislation in 2003. You may wish to con-
sult a tax advisor for further information about the
tax treatment afforded to dividends.

the challenges posed by storms and other emer-
gencies, and with dedication to the highest
standards of safety and reliability. [ want to

thank them for their excellent work.

We remain dedicated to keeping our strong
commitments, and will continue striving to

maintain and warrant your trust.

ET 400

E. James Ferland

Chairman of the Board,

President and Chief Executive Officer
Public Service Enterprise Group

February 17, 2004
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PSEG Power has a
significant position in
nuclear-fueled electric
generation. Here, a
high-pressure turbine
undergoes inspection
at the Salem 2 nuclear
unit in southern New
Jersey.

Electricity has made possible enormous
improvements in the quality of life over the
past century. PSEG Power produces a great
deal of it with a fundamental commitment to
protect the health of the public and the envi-
ronment. These essentials underpin PSEG

Power’s business model and profitability.

PSEG Power has a critical mass of low-cost
generating stations. Its fleet has a capacity of
about 14,000 megawatts—enough power to
light approximately 10 million homes.
Nuclear and coal units with very low fuel
costs produce most of PSEG Power’s output

— some 87 percent in 2003.

Nuclear operational excellence—with safety
first—is a critically important factor in PSEG

Power’s success. The Salem, Hope Creek and

Peach Bottom nuclear units have significantly
improved performance in recent years. These
units accounted for 57 percent of PSEG
Power’s electric generation in 2003—pro-
ducing an abundant amount of emissions-free

electricity for the public.

Having generating stations run safely and
well—ready and able to produce power as

needed—is basic to PSEG Power’s busi-

ness model. So is diversity—by unit type,
technology and market segment. PSEG
Power’s fleet uses nuclear, steam, combus-
tion turbine, combined cycle and pumped
storage technologies—and a broad range
of fuels as well. With its full spectrum of
units, it has the wherewithal to supply the
round—and

market effectively year

around the clock.




Bridgeport Harbor
Generating Station is
one of two facilities
anchoring PSEG Power’s
successful expansion
into Connecticut,

PSEG Power’s sizable gas assets—compris-
ing gas transportation, storage and other
supplies—provide another important ele-
ment of diversification. PSEG Power uses
its large gas capacity to meet the needs of

customers as well as its own generation.

Location is a key in just about any busi-
ness—and PSEG Power enjoys a strategic
location. Most of its generating stations are
close to major northeastern population
centers. Having power plants right by the
load is especially advantageous in supply-
ing the market at times of peak usage in
transmission-constrained, densely devel-

oped areas.

PSEG Power is also well situated as the
largest wholesale energy business in the
PJM Interconnection, the nation’s most

developed and liquid regional energy mar-

ket. PJM serves an area with 25 million
people in seven states and the District of

Columbia.

PSEG Power has gradually expanded from
its base in PJM into neighboring power
pools. In the Northeast, PSEG Power has
generating stations in New Jersey,
Pennsylvania, New York and Connecticut. In
2003, it brought into operation a new plant
in Ohio, and earmarked another for opera-
tion in Indiana early in 2004. PSEG Power
competes primarily in a multi-state area—
its Super Region—whose core is in the
Northeast and which accounts for approxi-

mately one-third of the total electricity

demand of the nation.

Managing PSEG Power’s large, strong asset
base as a single portfolio is the specific task
of PSEG Energy Resources & Trade (ER&T)




at company headquarters in Newark. Its
responsibilities cover a full range of business
inputs and outputs—from acquiring and
hedging fuel supply to dispatching power
plants and marketing their generation. The
ER&T group works hand-in-hand with other
highly skilled professionals at PSEG Power’s
generating stations and gas operations to plan
and coordinate the business from an integrat-
ed vantage point. Teamwork is a key part of

the equation.

Central coordination makes it possible to
align PSEG Power’s operations more closely
with market conditions—to improve prof-
itability and mitigate risk. Having a single
interface with the market provides a platform
to weigh and select among the best options
available—for example, whether it might be
better to sell gas or use it to generate electric-

ity in a given situation,

ne of
the
argest

generation
fleets
n the

Northeast

Nelps
meet vita
energy
needs




Effective portfolio
management requires
analysis of vast streams
of real-time data.

The result is an operation that has greater
opportunity and flexibility than it would
have if each generating station operated

independently.

PSEG Power uses portfolio theory to make
better decisions. To do this effectively, it is
vital to know the market—and PSEG Power
has a great deal of market experience—and
in-depth capabilities in data coordination,

market monitoring and analysis.

Weather is one of many factors that ER&T
analyzes to develop business strategies,
plan for contingencies, and coordinate
overall plant operations, scheduling and
dispatch. The group has its own weather
forecasting capability. Other experts track
the real-time, day-ahead and forward ener-
gy markets, and monitor fuel pricing and

availability. They keep a close eye on

economic, political and regulatory devel-

opments.

All these factors—and many others—go
into the decision-making process. In this
way, PSEG Power is in a better position to
limit exposure to price and commodity risk
and participate effectively in the energy
markets. Among its chief markets are those
for electricity, generating capacity, natural
gas, emission credits, transmission rights,

coal and oil.

It requires sophisticated capabilities to
manage an integrated operation on this
scale. PSEG Power brings to bear these
capabilities to optimize the value of its
overall portfolio. It utilizes advanced com-
puter and communication systems to
access the energy markets at any point,

time and location.
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Portfolio management also requires a sys-
tematic and continual focus on risk limita-
tion at multiple levels. PSEG has a rigorous
system of internal controls, including an
enterprise-wide risk-management function,
to determine risk exposures and help main-
tain them within prescribed limits. PSEG
Power’s business model reflects this empha-
sis on managing the risk environment, as
well as the high standards of integrity that

define PSEG’s business practice.

Portfolio management rests on a strong
foundation at PSEG Power: The power of a
strong safety and performance culture. The
power of a solid, diversified asset base. The
power of integrated planning and coordina-
tion. And the power of the talented and
dedicated people who make it work.

ighly
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and cutting-
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technology

strongly
support
a fully
integratec
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Helicopters enable
PSE&G technicians

to get a close

view of transmission
towers and power
lines to support system
inspection and
maintenance.

PSE&G works constantly to make one of the
nation’s strongest energy networks even
stronger to fuel New Jersey’s economic growth

and build more prosperous communities.

Dedication to this mission explains the strong
customer, community and regulatory relation-
ships that PSE&G has long enjoyed. PSE&G
serves approximately 2 million electric cus-
tomers and 1.6 million gas customers in a
densely populated corridor that includes about
70 percent of New Jersey’s population and its
six largest cities. It is one of the largest electric

and gas utilities in the nation.

In 2003, PSE&G again delivered top-tier safety
and reliability at costs that are among the low-

est for any utility in its region.

N Vi i

Electric delivery achieved top-quartile perform-
ance in system reliability, with fewer and shorter
outages. PSE&G again received in 2003 the
Reliability One award for superior electric sys-

tem reliability in the Mid-Atlantic area.

Gas delivery maintained and upgraded thousands
of miles of gas mains to reduce the number of leaks

per pipe mile, despite colder winter temperatures.

PSE&G service technicians responded to 99.9% of
all emergency calls about gas leaks within one
hour, and continued to perform well in fixing

appliances right the first time.

Customer operations again demonstrated a high
standard of responsiveness in addressing concerns
while handling some 5.2 million calls. It resolved

the vast majority of issues during the initial contact.

15



Below:

PSE&G technicians
perform five-line
maintenance on high-
voltage lines to help
keep power flowing to
2 million electric
customers.

Below right:

PSE&G gas distribution
crews regularly main-
tain and upgrade
systems and install
new infrastructure in
serving 1.6 million
gas customers.
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The men and women of PSE&G — the backbone
of PSE&G’s reliability leadership — again showed
in 2003 what it means to provide caring service in

all types of weather and conditions.

New ]ersey experienced many fierce storms in
2003 — beginning with record-breaking snow-
falls in winter, followed later in the year by near-
hurricane force winds and tornados that struck in
September and wreaked considerable destruc-
tion in several communities. In these and other
emergencies, including the blackout of August
14, PSE&G personnel worked with dedication to
restore customers’ power quickly, ensure their
power remained on once restored and keep their

gas ﬂowing safely.

Being content with today’s reliabﬂity perform-
ance — however strong—is not the PSE&G way.
PSE&G is driven by a culture of continual

improvement, fostered by a strong safety mindset.

PSE&G employees have made outstanding
progress in reducing the severity of accidents and
creating a safety-first work environment. That
progress has been achieved largely through team-

work and solid union-management relations.

Safety and reliability are basic to PSE&G’s suc-
cess. So is ensuring that employees have the train-
ing and tools to do the job right. PSE&G has long
been a leader in employing state-of-the-art tech-
nology to achieve improvements in efficiency,

productivity and service quality.

PSE&G uses computerized monitoring, data col-
lection and communication systems to identify
outages, dispatch work crews and speed service
restoration to customers. With other advanced
systems, PSE&G tracks real-time changes in its
electric grid to help address maintenance needs
and prevent problems from developing in the first

place. Helicopters are regularly deployed by




PSE&G to inspect its entire 1,200-mile overhead
transmission system, as well as 5,000 miles of crit-

ical distribution lines.

PSE&G’s gas delivery group began piloting in
2003 a fiber-optic system that can detect when
excavation equipment is near gas pipelines. The
system sends a signal so that PSE&G personnel can
be dispatched to an excavation site to ensure the

use of proper digging techniques.

In 2003, PSE&G invested $1.2 billion to operate,
maintain and upgrade its delivery infrastructure.
PSE&G will continue to invest wisely — allocating
dollars carefully to produce the maximum bene-
fit—and thereby ensure its electric and gas sys-
tems remain among the most reliable in the nation.
The power of reliability comes from all that
PSE&G has done — and will continue to do—to
provide dedicated and caring service and make its

StI’OI’lg system even stronger.

“afe and
reliable
[OW-COSt

operations

ancnor
PSE&G'S
reputation
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PSEG employees
engage in many
volunteer activities,
including tutoring
Newark public
school children.

PSEG’s community involvement draws a great
deal of strength from the volunteer activities of its
employees. Each year, PSEG employees donate
countless hours of their own time to tutor chil-
dren, serve meals at soup kitchens and raise money
for charities. They are also active as volunteers in
serving on school boards, emergency rescue

squads and numerous community organizations.

The company is proud to encourage and reward
employee volunteerism. PSEG is a long-time
sponsor of the March of Dimes’ annual
WalkAmerica fund-raising event in which many
employee volunteers participate. In 2003, PSEG
raised more dollars for the March of Dimes than
any other utility in the nation. PSEG also
received recognition in 2003 for sponsoring the
nation’s foremost employee-giving campaign to

support the United Negro College Fund.

aking

communities

for the next
100 years

PSEG is a corporate leader in supporting the
well-being of people and communities across
New Jersey—with a special emphasis on the
needs of the state’s urban residents. In an era
when the corporate landscape is constantly
changing, PSEG stands apart by the depth of its

continuing commitment.

In New Jersey, PSEG targets its support activi-
ties to children and families as well as communi-
ty and economic development. PSEG allocates
resources where they can have the greatest
impact, through grassroots involvement and

partnerships with community organizations.

In 2003, PSEG made two special Century of
Caring grants, of $100,000 each, to build further
on its support of many community-based pro-

grams in its 100th anniversary year. One grant was

13




Below:

The 1722 Nicholson
House is a national
landmark that PSEG
donated to support
the cultural heritage
of Salem County,
New Jersey.

Below right:

Hands-on training is
an important feature

of the utility technology
degree programs that
PSEG has ploneered in
New Jersey.

made to assist a Trenton-based program, the
Trenton Family and School Prevention Partnership,
which focuses on teaching positive behaviors to
elementary school students—to make a real dif-

ference for children, their families and teachers.

PSEG also awarded a Century of Caring grant to a
Camden-based program, the Walt Whitman
Cultural Arts Center’s Storefront Project, to pro-
vide greater access to the arts, right in the neighbor-
hoods where people live. The program is designed
not only to teach new skills through the arts, but
also to renovate and restore vacant or underutilized

spaces to benefit people and the community.

PSEG also reinforced its strong commitment to
Newark with many initiatives in 2003.The com-
pany funded the construction of a new Habitat
for Humanity house in Newark’s Central Ward.
PSEG employee volunteers pitched in to build
the house—-the 50th Habitat Home in Newark.

PSEG continued its long-time support of com-
munity organizations, educational institutions
and cultural organizations that are instrumental

in advancing Newark’s ongoing renewal.

Educationisa key to expanding career opportu-
nities for young people and building vibrant
communities. PSEG supports a broad spectrum
of educational initiatives from K—12 and pre-
college programs that help younger students
realize the technical, engineering and other
career possibilities that are open to them. And it
Sponsors innovative programs that create

opportunities for college students as well.

In 2002, PSEG partnered with Mercer County
Community College to establish New Jersey’s
first associate degree program in Energy Utility
Technology. The program provides students with

the opportunity to combine their education with

hands-on work experience, while enabling PSEG

20



to tap more fully into a diverse talent pool to
meet its future workforce needs. The success of
this initiative has led PSEG to create a similar
program, beginning early in 2004, in partnership

with Essex County College.

Support for diversity and equal opportunity,
within the workplace and the wider community,
is a fundamental commitment at PSEG. The
commitment is reflected in many ongoing initia-
tives, including PSEG’s supplier diversity pro-
gram. Over the last two decades, PSEG has done
more than $1 billion of business with minority
and women-owned firms participating in the
program. PSEG is committed to building on this
progress by continuing to support diversity as a

business priority.

Expanding opportunity. Building stronger com-
munities. Helping people live better lives: These are

keys to what makes PSEG the special company it is.

nvesting
n

New
Jersey's
future

S
among
our

Droudest
traditions
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PSEG’s Estuary
Enhancement
Program has
restored and
protected more
than 20,000 acres
of wetlands along
Delaware Bay in
New Jersey and
Delaware.

PSEG has been active in redeveloping existing
power plant sites with new, cleaner, state-
of-the-art technologies to dramatically
reduce plant emissions and other environ-
mental impacts, at locations from New
Jersey and New York to Poland. And PSEG's
leadership in resource conservation, recov-
ery and recycling was recognized in 2003
by the U.S. Environmental Protection
Agency with the prestigious WasteWise

Hall of Fame award.

In 2003, PSEG worked closely with public
officials and environmental groups in
Connecticut to help initiate and enact leg-
islation establishing stringent new mercury
emission standards for the state’s coal-fired
power plants, including PSEG Power’s
Bridgeport Harbor generating station. The

legislation, which is the first of its type in
the nation, will require a reduction of
approximately 90 percent in the mercury

emissions rate by 2008.

In Salem County, New Jersey, and nearby
Delaware, PSEG’s Estuary Enhancement
Program (EEP) is the largest privately
funded wetlands program in the nation.
Through EEP, more than 20,000 acres of
marsh and uplands along Delaware Bay have
been restored or preserved since 1995,
thereby improving habitats for fish, crabs

and other marine life.
A cleaner, more sustainable environment is in

everyone’s interest. PSEG is strongly com-

mitted to doing its part to make it happen.
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Executive Officers

E. James Ferland

Chairman of the Board, President and Chief Executive Officer;
Chairman of the Board and Chief Executive Officer of PSE&G,
PSEG Energy Holdings, PSEG Power and PSEG Services

Robert E. Busch
President and Chief Operating Officer of PSEG Services;
Senior Vice President—rFinance and Chief Financial Officer of PSE&G

Frank Cassidy
President and Chief Operating Officer of PSEG Power

Robert ]. Dougherty, Jr.
President and Chief Operating Officer of PSEG Energy Holdings

Board of Directors

Caroline Dorsa has been a director since February 2003. Has been Vice
President and Treasurer of Merck & Co., Inc. of Whitehouse Station, New Jersey,

a global pharmaceutical firm that discovers, develops, manufactures and markets
human and animal products, sinee December 1996. Was Treasurer from January
1994 to November 1996 and Executive Director of the U.S, Human Health Marketing
subsidiary of Merck & Co., Inc. from June 1992 to January 1994,

Ernest H. Drew has been a director since January 1993, Was Chief Executive
Officer of Industries and Technalogy Group, Westinghouse Electric Corporation, from
July 1887 to December 1997. Was a member, Board of Management of Hoechst
AG, Frankfurt, Germany, a manufacturer of pharmaceuticals, chemicals, flbers, film,
specialties and advanced materials, from January 1995 10 June 1997, Was
Chairman of the Board and Chief Executive Officer of Hoechst Celanese Corporation
of Somerville, New Jersey from May 1994 until January 1995, and was President
and Chief Executive Officer from January 1988 to May 1994,

E. James Ferland has been a director since July 1886. Has been Chairman of the
Board, President and Chief Executive Officer of PSEG since July 1986; Chalrman of
the Board and Chief Executive Cfficer of PSE&G since July 1986 Chairman of the
Board and Chief Executive Officer of PSEG Energy Holdings since June 1989;
Chalrman of the Board and Chief Executive Officer of PSEG Power since June 1999;
and Chalrman of the Board and Chief Executive Officer of PSEG Services since
Novemper 1999.

Albert R. Gamper, Jr. has been a director since December 2000 Has been
Chafrman of the Board and Chief Executive Officer of The CIT Group, Inc. of
Livingston, New Jersey, a commercial finance company, since September 2003. Was
Chairman of the Board, President and Chief Executive Officer of The CIT Group, Inc.
from June 2002 to September 2003. Was President and Chief Executive Officer of
The CIT Group, Inc. from February 2002 to June 2002, Was President and Chief
Executive Officer of Tyco Capital Corporation from June 2007 1o February 2002, Was
Chalrman of the Board, President and Chief Executive Officer of The CIT Group, Inc.
from January 2000 to June 2001, and President and Chief Executive Officer

of The CIT Group, Inc. from December 1989 to December 1998,
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Ralph Izzo
President and Chief Operating Officer of PSE&G

Thomas M. O’Flynn

Executive Vice President and Chief Financial Officer; Executive Vice President—
Finance of PSEG Services; Executive Vice President and Chief Financial Officer of
PSEG Power and PSEG Energy Holdings

Patricia A. Rado
Vice President and Controller, Vice President
and Controller of PSE&G, PSEG Power and PSEG Services

R. Edwin Selover
Senior Vice President and General Counsel; Senior Vice President
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FORWARD-LOOKING STATEMENTS

Certain of the matters discussed in this report constitute “forward-looking statements” within the
meaning of the Private Securities Litigation Reform Act of 1995. Such forward-looking statements are
subject to risks and uncertainties, which could cause actual results to differ materially from those
anticipated. Such statements are based on management’s beliefs as well as assumptions made by and
information currently available to management. When used herein, the words “will,” “anticipate,”
“intend,” “estimate,” “believe,” “expect,” “plan,” “hypothetical,” “potential,” “forecast,” “project,”
variations of such words and similar expressions are intended to identify forward-looking statements.
Public Service Enterprise Group Incorporated (PSEG), Public Service Electric and Gas Company
(PSE&G), PSEG Power LLC (Power) and PSEG Energy Holdings LLC (Energy Holdings) undertake
no obligation to publicly update or revise any forward-looking statements, whether as a result of new
information, future events or otherwise. The following review should not be construed as a complete list
of factors that could effect forward-looking statements.

In addition to any assumptions and other factors referred to specifically in connection with such
forward-looking statements discussed above, factors that could cause actual results to differ materially
from those contemplated in any forward-looking statements include, among others, the following:

PSEG, PSE&G, Power and Energy Holdings
¢ credit, commodity, interest rate, counterparty and other financial market risks;
¢ liquidity and the ability to access capital and credit markets;
 general economic conditions, including inflation;
¢ regulatory issues that significantly impact operations;
» ability to obtain adequate and timely rate relief;

¢ changes to accounting standards or accounting principles generally accepted in the United
States (U.S.), which may require adjustments to financial statements;

¢ changes in tax laws and regulations;
* energy obligations, available energy supply and trading risks;
¢ adverse weather conditions that significantly impact operations;

¢ changes in the electric industry including changes to power pools and their market structure,
rules and regulations;

_» delays or cost escalations of construction and development
¢ changes in the number of market participants and the risk profiles of such participants;

o regulation and availability of energy transmission facilities that impact the ability to deliver
output or supply to customers;

¢ changes in costs and expenses;
¢ the impact of envxronmental regulation on operations;

¢ changes in rates of return on overall debt and equity markets that could have an adverse
impact on the value of pension assets and the Nuclear Decommissioning Trust Fund (NDT);

o effectiveness of risk management and internal controls systems;

e changes in corporate strategies; .

o changes in political conditions, recession, acts of war or terrorism;
o insufficient insurance coverage;

» involvement in lawsuits including liability claims and commercial disputes that could affect
profits or the ability to sell and market products;

o inability to attract and retain management and other key employees; A
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acquisitions, divestitures, mergers, restructurings or strategic initiatives that change PSEGs,
PSE&G’s, Power’s or Energy Holdings’ structure;

business combinations among competitors and major customers;

changes in distribution technology;
inability to service debt as a result of any of the aforementioned events;

Power and Energy Holdings

¢ adverse changes in the marketplace for energy, capacity, natural gas, emissions credits,
congestion credits and other commodity prices;

¢ excess supply due to overbuild in the industry;

¢ generation operating performance that may fall below projected levels;

¢ substantial competition from well capitalized participants in the worldwide energy markets;

e margin posting requirements;

e competitive position could be adversely affected by actions involving competitors or major
customers;

e changes in generation and transmission technology may make ex1st1ng power generation
assets less competitive;

¢ transmission upgrades could have an impact on energy and related prices;
¢ extremes in energy and fuel price volatility could adversely affect revenues and cash flows;

Power
¢ changes in regulation and security measures at nuclear facilities;

Energy Holdings
¢ adverse international developments that negatively impact business;
e changes in foreign currency exchange rates;

¢ substandard operating performance or cash flow from investments could fall below projected
levels, adversely impacting the ability to service debt; and

o credit of lessees and their ability to adequately service lease rentals.

Consequently, all of the forward-looking statements made in this report are qualified by these
cautionary statements and PSEG, PSE&G, Power and Energy Holdings cannot assure you that the
results or developments anticipated by management will be realized, or even if realized, will have the
expected consequences to, or effects on, PSEG, PSE&G, Power and Energy Holdings or their
respective business prospects, financial condition or results of operations. Undue reliance should not be
placed on these forward-looking statements in making any investment decision. Each of PSEG,
PSE&G, Power and Energy Holdings expressly disclaims any obligation or undertaking to release
publicly any updates or revisions to these forward-looking statements to reflect events or circumstances
that occur or arise or are anticipated to occur or arise after the date hereof. In making any investment
decision regarding PSEG’s, PSE&G’s, Power’s and Energy Holdings’ securities, PSEG, PSE&G, Power
and Energy Holdings is not making, and you should not infer, any representation about the likely
existence of any particular future set of facts or circumstances. The forward-looking statements
contained in this report are intended to qualify for the safe harbor provisions of Section 27A of the
Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as
amended.




PART 1

This combined Annual Report on Form 10-K is separately filed by Public Service Enterprise Group
Incorporated (PSEG), Public Service Electric and Gas Company (PSE&G), PSEG Power LLC (Power)
and PSEG Energy Holdings LLC (Energy Holdings). Information contained herein relating to any
individual company is filed by such company on its own behalf. PSE&G, Power and Energy Holdings
each make representations only as to itself and its subsidiaries and makes no other representations
whatsoever as to any other company.

ITEM 1. BUSINESS
GENERAL

PSEG, PSE&G, Power and Energy Holdings

PSEG was incorporated under the laws of the State of New Jersey in 1985 and has its principal
executive offices located at 80 Park Plaza, Newark, New Jersey 07102. PSEG is an exempt public utility
holding company under the Public Utility Holding Company Act of 1935 (PUHCA).

PSEG has four principal direct wholly-owned subsidiaries: PSE&G, Power, Energy Holdings and
PSEG Services Corporation (Services). The following organization chart shows PSEG and its principal
subsidiaries, as well as the principal operating subsidiaries of Power: PSEG Fossil LLC (Fossil), PSEG
Nuclear LLC (Nuclear) and PSEG Energy Resources & Trade LLC (ER&T); and of Energy Holdings:
PSEG Global LLC (Global) and PSEG Resources LLC (Resources):

Energy Holdings [}
— Fossil ~ Global
— Nuclear Resources
o ER&T

The regulatory structure that has historically governed the electric and gas utility industries in the
United States (U.S.) has changed dramatically in recent years. Deregulation is complete in New Jersey
and is complete or underway in certain other states in the Northeast and across the U.S. Actions by
state regulators, the Federal Energy Regulatory Commission (FERC) and the enforcement of the
National Energy Policy Act of 1992 (Energy Policy Act) have afforded power marketers, merchant
generators, Exempt Wholesale Generators (EWGs) and utilities the opportunity to compete actively in
wholesale energy markets and have allowed consumers the right to choose their energy suppliers. The
deregulation and restructuring of the nation’s energy markets, the unbundling of energy and related
services, the diverse strategies within the industry related to holding, building, buying or selling
generation capacity and consolidation within the industry had, and are likely to continue to have, a
significant effect on PSEG and its subsidiaries, providing them with new opportunities and exposing
them to new risks. ‘

‘As energy markets have changed dramatically in recent years, PSEG and its subsidiaries have
transitioned from a vertically integrated utility to an energy company with a diversified business mix.
PSEG has realigned its organizational structure to address the competitive environment brought about
by the deregulation of the electric generation industry and has evolved from primarily being a state
regulated New Jersey utility to operating as a competitive energy company with operations primarily in
the Northeastern U.S. and in other select markets. As the competitive portion of PSEG’s business has
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grown, the resulting financial risks and rewards have become greater, causing financial requirements to
change and increasing the volatility of earnings and cash flows.

PSEG’s objective is to reduce future volatility of earnings and cash flows principally by entering
into longer-term contracts for material portions of its anticipated energy output and by reducing
exposure to its international businesses by seeking to opportunistically monetize investments of Energy
Holdings that may no longer have a strategic fit. PSEG also expects a gradual decline in earnings from
Resources’ leveraged leasing business due to the maturation of its investment portfolio. The proceeds
from Energy Holdings’ asset sales will be used, over time, to reduce debt and equity, to maintain credit
requirements. As of December 31, 2003, Power, PSE&G, and Energy Holdings comprised
approximately 27%, 46% and 27%, respectively, of PSEG’s consolidated assets and contributed
approximately 53%, 28% and 19%, respectively, of PSEG’s Income from Continuing Operations for the
year ended December 31, 2003. For additional information, see Item 7. Management’s Discussion and
Analysis of Financial Condition and Results of Operations (MD&A)—Overview of 2003 and Future
Outlook.

PSE&G

PSE&G is a New Jersey corporation, incorporated in 1924, and has principal executive offices at 80
Park Plaza, Newark, New Jersey 07102. PSE&G is an operating public utility company engaged
principally in the transmission and distribution of electric energy and gas service in New Jersey.
PSE&G, pursuant to an order of the New Jersey Board of Public Utilities (BPU) issued under the
provisions of the New Jersey Electric Discount and Energy Competition Act, (EDECA), transferred all
of its electric generation facilities, plant, equipment and wholesale power trading contracts to Power and
its subsidiaries in August 2000. Also, pursuant to a BPU order, PSE&G transferred its gas supply
business, including its inventories and supply contracts, to Power in May 2002. PSE&G continues to
own and operate its electric and gas transmission and distribution business. In addition, PSE&G
Transition Funding LLC (Transition Funding), a bankruptcy-remote subsidiary of PSE&G, was formed
in 1999 for the sole purpose of issuing $2.525 billion principal amount of transition bonds in connection
with the securitization of $2.4 billion of PSE&G’s stranded costs approved for recovery by the BPU
under EDECA. :

PSE&G provides electric and gas service in areas of New Jersey in which approximately 5.5 million
people, about 70% of the State’s population, reside. PSE&G's electric and gas service area is a corridor
of approximately 2,600 square miles running diagonally across New Jersey from Bergen County in the
northeast to an area below the city of Camden in the southwest. The greater portion of this area is
served with both electricity and gas, but some parts are served with electricity only and other parts with
gas only. This heavily populated, commercialized and industrialized territory encompasses most of New
Jersey’s largest municipalities, including its six largest cities—Newark, Jersey City, Paterson, Elizabeth,
Trenton and Camden—in addition to approximately 300 suburban and rural communities. This service
territory contains a diversified mix of commerce and industry, including major facilities of many
nationally prominent corporations. PSE&G’ load requirements are almost evenly split among
residential, commercial and industrial customers. PSE&G believes that it has all the franchises
(including consents) necessary for its electric and gas distribution operations in the territory it serves.
Such franchise rights are not exclusive.

© PSE&G distributes electric energy and gas to end-use customers within its designated service
territory. All electric and gas customers in New Jersey have the ability to choose an electric energy
and/or gas supplier. Pursuant to BPU requirements, PSE&G serves as the supplier of last resort for
electric and gas customers within its service territory. PSE&G earns no margin on the commodity
portion of its electric and gas sales. PSE&G earns margins through the transmission and distribution of
electricity and gas. PSE&G’s revenues for these services are based upon tariffs approved by the BPU
and FERC. The demand for electric energy and gas by PSE&G’s customers is affected by customer
conservation, economic conditions, weather and other factors not within PSE&G’s control.

New Jersey’s Electric Distribution Companies (EDCs), including PSE&G, began providing two
types of basic generation service (BGS) service in August 2003. BGS-FP provides for smaller
commercial and residential customers at seasonally-adjusted fixed prices for terms ranging from 10
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months to three years. BGS-HEP provides supply for larger customers at hourly market prices for a
term of 10 months or 12 months. BGS-FP and BGS-HEP represent approximately 84% and 16%,
respectively, of PSE&G’s load. The BPU holds two concurrent auctions of New Jersey’s BGS each
February to determine who. will supply BGS to New Jersey’s EDCs. The total supply under auction was
over 18,000 MWs. As a condition of qualification to participate in this auction, energy suppliers are
required to agree to execute the BGS Master Service Agreement and provide required security within
two days of BPU certification of auction results, in addition to satisfying BPU credit worthiness
requirements. :

PSE&G’s BGS-FP load is approxunately 8,500 MW and starting in 2005, one-third of this load is
expected to be auctioned off each year for a three-year term. The current pricing is as follows:

Term Ending
May 2004(a) May 2005(b) May 2006(a) May 2007(b)
Term .10 months 12 months 34 months 36 months
Load MW) .............. e - 5,600 2,800 2,900 2,800
$ per Kilowatt- hour (kWh) .............. $0.05386 $0.05479 $0.05560 $0.05515

(a) Prices set in the February 2003. BGS auction.
(b) Prices set in the February 2004 BGS auction.

Also, to meet the supply requirements of its gas customers, PSE&G has entered into a full
requirements contract with Power under which Power will provide PSE&G with its gas supply through
2007. Power charges PSE&G for gas commodity costs which PSE&G recovers from its customers. Any
difference between rates charged by Power under the basic gas supply service (BGSS) contract and
rates charged to its customers are deferred and collected or refunded through adjustments in future
rates.

Competitive Environment

The electric and gas transmission and dlstnbutlon business has minimal risks from competitors.
PSE&G’s transmission and distribution business is minimally impacted when customers choose alternate
electric or gas suppliers since PSE&G earns its return by providing transmission and distribution
service, not by supplying the commodity. :

Customers

As of December 31, 2003, PSE&G provided service to approximately 2.0 million electric customers
and approximately 1.6 million gas customers. PSE&G’s load requirements are almost evenly split among
residential, commercial and industrial customers. In addition to its transmission and distribution
business, PSE&G also offers appliance services and repairs to customers throughout its service territory.

Employee Relations

As of December 31, 2003, PSE&G had 6,309 employees. PSE&G has three-year collectlve
bargaining agreements in place with four unions, representing 4,839 employees, which expire on
April 30, 2005. PSE&G believes that it maintains satisfactory relationships with its employees.

Power

Power is a Delaware limited liability company, formed in 1999, and has its principal executive
offices at 80 Park Plaza, Newark, New Jersey 07102. Power is a multi-regional, independent wholesale
energy supply company that integrates its. generating asset operations with its wholesale energy,.fuel
supply, energy trading and marketing and risk management function through three principal direct
wholly-owned subsidiaries: Nuclear, which owns and operates nuclear generating stations, Fossil, which
develops, owns and operates domestic fossil generating stations and ER&T, which markets the capacity
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and production of Fossil’s and Nuclear’s stations and manages the commodity price risks and market
risks related to generation.

As of December 31, 2003, Power’s generation portfolio consisted of approximately 13,751 MW of
installed capacity which is diversified by fuel source and market segment. Power’s current construction
projects are expected to increase capacity to approximately 16,000 MW through 2005, net of planned
retirements. For additional information, see Item 2. Properties.

Through its operating subsidiaries, Power competes as an independent wholesale electric
generating company, primarily in the Northeast. Most of Power’s generating assets are strategically
located within the Pennsylvania, New Jersey, Maryland Interconnection (PJM), one of the nation’s
largest and most developed energy markets. Power has extended its generation business into New York,
Connecticut and the Midwest states. Power completed construction of the Waterford, Ohio plant, an
821 MW natural gas-fired, combined cycle plant, which began commercial operation in August 2003. In
addition, Power has nearly completed construction of a 1,096 MW combined cycle plant in
Lawrenceburg, Indiana, which is expected to achieve commercial operation in the first half of 2004.
Additionally, the Albany, New York generating station is currently being replaced with a 763 MW
combined cycle plant, the Bethlehem Energy Center, which is expected to be operational in the second
quarter of 2C0S. The Linden, New Jersey generating station is currently being replaced with a 1,220 MW
combined cycle gas fired plant, which is expected to be operational in 2005. Power extended into the
New England Power Pool (NEPOOL) with the acquisition of two fossil fuel generating stations in
Connecticut in late 2002; the Bridgeport Harbor facility, a 525 MW coal/oil fuel facility and the New
Haven Harbor facility, a 455 MW oil/gas facility.

In the PJM market, the pricing of energy is based upon the locational marginal price (LMP) set
through power providers’ bids. Due to transmission constraints, the LMP may be higher in congested
areas during peak demand periods reflecting the bid prices of the higher cost units that are dispatched
to supply demand and alleviate transmission constraints when coordination is sufficient to satisfy
demand within PJM. This typically occurs in the eastern portion of the grid, where many of Power’s
plants are located. These bids are currently capped at $1,000 per megawatt-hour (MWh). In the event
that available generation within PJM is insufficient to satisfy demand, PJM may institute emergency
purchases from adjoining regions for which there is no price cap.

To reduce earnings and cash flow volatility, Power’s objective is to enter into load serving contracts,
firm sales and trading positions sufficient to hedge at least 75% of its anticipated output over an
18-month to 24-month horizon. As a result of the conclusion of the BGS auction in February 2004, the
contracts Power has entered into in Pennsylvania and Connecticut and other firm sales and trading
positions, commitments have been entered into to achieve this objective. Power’s ability to increase the
term of its forward sales is constrained by the multiple tranche structure of the BGS auction process in
New Jersey. Due to the soft market conditions in the Midwest, Power expects only modest output from
its Lawrenceburg and Waterford facilities in the near term. In addition to the BGS auction process in
New Jersey, Power expects to take advantage of other opportunities elsewhere in its market region.

Under the New Jersey BGS contracts that began on August 1, 2003, Power is a direct supplier of
certain large customers under hourly energy price contracts for a 10-month period. Power has also
entered into contracts with third parties who are direct suppliers of New Jersey’s EDCs. Through these
seasonally-adjusted fixed-price contracts, Power indirectly serves New Jersey’s smaller commercial and
residential customers for 10-month and 34-month periods that began August 1, 2003.

In February 2004, the BPU approved the results of the BGS auction for New Jersey customers. The
auction was for over 18,000 MWs and each bidder was limited to a third of each EDC’s total load.
Power will be a direct supplier of New Jersey EDCs entering into seasonally-adjusted fixed-price
contracts for 12-month and 36-month periods beginning June 1, 2004. Power believes that its obligations
under these contracts are reasonably balanced by its available supply.

In addition to the electric generation business described above, a significant amount of Power’s
revenues come from gas supply under the BGSS contract with PSE&G. Power also generates revenue
from the sales of various commodity based instruments, such as capacity, ancillary services, emission
credits and congestion credits, such -as firm transmission rights (FTRs).
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Fossil

Fossil has an ownership interest in twelve generating stations in New Jersey, one in New York, two
in Connecticut, two in Pennsylvania and one in Ohio. Fossil also has an ownership interest in one
hydroelectric pumped storage facility in New Jersey. For additional information, see Item 2.
Properties—Power.

Fossil uses coal, natural gas and oil for electric generation. These fuels are purchased through
various contracts and in the spot market and represent a significant portion of Power’s working capital
requirements. Changes in the prices of these fuel sources can impact Power’s costs and working capital
requirements. The majority of Power’s fossil generating stations obtain their fuel supply from within the
U.S. In order to minimize emissions levels, the Connecticut generating facilities use a specific type of
coal, which is obtained from Indonesia through a fixed-price supply contract through 2008 and fixed-
price transportation contracts through 2004. Fossil does not anticipate any difficulties in obtaining
adequate coal, natural gas and oil supplies for its facilities over the next several years. However, if the
supply of coal from Indonesia or equivalent coal from other sources was not available for the
Connecticut facilities, additional material capital expenditures could be required to modify the existing
plants to enable their continued operation. For additional information, see Item 2. Properties—Power.

Nuclear

Nuclear has an ownership interest in five nuclear generating units and operates three of them: the
Salem Nuclear Generating Station, Units 1 and 2 (Salem 1 and-2), each owned 57.41% by Nuclear and
42.59% by Exelon Generation LLC (Exelon), and the Hope Creek Nuclear Generating Station (Hope
Creek), which is 100% owned by Nuclear. Exelon operates the Peach Bottom Atomic Power Station
Units 2 and 3 (Peach Bottom 2 and 3), each of which is 50% owned by Nuclear. For additional
information, see Item 2. Properties—Power. '

Nuclear unit capacity and availability factors for 2003 were as follows:
Capacity  Availability

Unit ' Factor* Factor
Salem Unit L. . i i i et st e e 94.7% 959%
Salem Unit 2. ... . i i et e e e e 84.5% 84.0%
Hope Creek .. ..o e 79.0% 81.5%
Peach Bottom Umnit 2 ... it i e i eaaas 95.1% 96.2%
Peach Bottom Unit 3 ... .. oot i e 91.8% 92.4%

Combined Nuclear’s Share ................. e 87.7% 88.6%

* Maximum Dependable Capacity (MDC) net.

The 2003 capacity factor was adversely affected by storm-related impacts in the third quarter. The
combined capacity factor in 2002 was approximately 94%.

Nuclear has several long-term purchase contracts with uranium suppliers, converters, enrichers and
fabricators to meet the currently projected fuel requirements for Salem and Hope Creek nuclear power
plants. Nuclear has been advised by Exelon that it has similar purchase contracts to satisfy the annual
fuel requirements for Peach Bottom. See Note 17. Commitments and Contingent Liabilities of the
Notes to Consolidated Financial Statements (Notes).

ER&T

ER&T purchases virtually all of the capacity and energy produced by Fossil and Nuclear. In
conjunction with these purchases, ER&T uses commodity and financial instruments designed to cover
estimated commitments for BGS and other bilateral contract agreements. ER&T also markets
electricity, capacity, ancillary services and natural gas products on a wholesale basis. ER&T is a fully
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. integrated wholesale energy marketing and trading organization that is active in the long-term and spot
wholesale energy markets.

" Electric Supply
Power’s generation capacity is sourced from a diverse mix of fuels comprised of approximately 41%
gas, 25% nuclear, 18% coal, 14% oil and 2% pumped storage. Power’s fuel diversity mitigates risk
associated with fuel price volatility and market demand cycles. The following table indicates the MWh
output of Power’s generating stations by fuel type in 2003 and its estimated MWh output by fuel type
for 2004. ‘
Actual  Estimated

Generation by Fuel Type 2003 2004(A)
Nuclear: v
New Jersey facilities ....ovovieiiniii i e e 37% 38%
Pennsylvania facilities ........ e e e e e e e 20% 19%
Fossil:
Coal:
New Jersey facilities ... ..o i e e e 11% 12%
Pennsylvania facilities............ooiiiiiiiiiiii i 13% 12%
Connecticut facilities. ... ... ..ouviii e e 6% 5%
Oil and Natural Gas: ' }
New Jersey facilities ....... PP 10% 7%
New York facilities ........c.. it i i PR — —
Connecticut facilities........ e 2% 3%
Midwest facilities .. ....ovvteir i e e i — 3%
Pumped Storage: ...t e e e 1% 1%
X+ ) P 100%  100%

(A) No assurances can be given that actual 2004 output by source will match estimates.

Approximately 87% of Power’s generation was from nuclear and coal facilities in 2003, which are
typically the most cost effective fuel types on an operating cost basis. On a per-MWh basis, nuclear
power is the most cost effective and therefore Power’s profitability is largely affected by the utilization
and efficiency of its nuclear facilities. The nuclear facilities are considered “base load” and run
continuously when not in shutdown. Older oil and gas fired facilities are typically the least cost effective
of the fossil fuel burners. Accordingly, these plants are not usually run outside of peak periods of
demand (Peak Load) when the cost of operation can be rationalized by the market price. The cost of
coal and oil burning facilities, and new combined cycle gas facilities are between the two
aforementioned facility types. These plants can be base load plants and/or load following plants.

Gas Supply

As described above, Power sells gas to PSE&G under the BGSS contract. About 40% of PSE&G’s
peak daily gas requirements are provided through firm transportation, which is available every day of
the year. The remainder comes from field storage, liquefied natural gas, seasonal purchases, contract
peaking supply, propane and refinery and landfill gas. Power purchases gas for its gas operations directly
from natural gas producers and marketers. These supplies are transported to New Jersey by four
interstate pipeline suppliers.

Power has approximately 1.1 billion cubic-feet-per-day of firm transportation capacity under
contract to meet the primary needs of the gas consumers of PSE&G and the needs of its generation
fleet. In addition, Power supplements that supply with a total storage capacity of 81 billion cubic feet
that provides a maximum of .94 billion cubic feet-per-day of gas during the winter season.
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Power expects to meet the energy-related demands of its firm natural gas customers. However, the .
ability to maintain an adequate supply could be affected by several factors not within Power’s control, .
including curtailments of natural gas by its suppliers, the severity of the winter weather and the
availability of feedstocks for the production of supplements to its natural gas supply. In addition, supply
of all types of gas is affected by the nationwide availability of all sources of fuel for energy production.

Competitive Environment

Power’s competitors include merchant generators with or without trading capabilities, utilities that
have generating capability or have formed generation and/or trading affiliates, aggregators, wholesale
power marketers or combinations thereof. These participants compete with Power and one another
buying and selling in wholesale power pools, entering into bilateral contracts and/or selling to
aggregated retail customers. Power believes that its asset size and location, regional market knowledge
and integrated functions allow it to compete effectively in its selected markets. However, actions by
developers, including Power, to build new generating stations has led to an overbuild situation causing
energy and capacity prices to decrease. Capacity prices in PJM have decreased to less than $10 per
kW-year in 2003 from historical levels of more than $25 per kW-year in 2001. This overcapacity has
decreased capacity revenues and has decreased margins from some of Power’s units.

In particular, the Midwest market is expected to have excess capacity due to recent additions, which
will negatively impact the expected returns of Power’s Lawrenceburg and Waterford facilities. The
drivers to reduce the excess capacity will be load growth, the retirement of certain plants, particularly
older plants of competitors due to the weakened wholesale energy and capacity market and increased
costs associated with higher levels of environmental compliance. Power anticipates that capacity prices
in PJM will return to historical levels in the next several years and increase over the longer term.

Power’s businesses are also under competitive pressure due to technological advances in the power
industry and increased efficiency in certain energy markets. It is possible that advances in technology,
such as distributed generation, will reduce the cost of alternative methods of producing electricity to a
level that is competitive with that of most central station electric production.

Additional state legislation has been introduced within the last few years to further encourage
competition at the retail level (often referred to as customer choice or retail access). However, there is a
risk of re-regulation if states decide to turn away from deregulation and allow regulated utilities to
continue to own or reacquire and operate generating stations in a regulated and potentially
uneconomical manner. This has already occurred in certain states in which Power does business. The
lack of consistent rules in markets outside of PJM can negatively impact the competitiveness of Power’s
plants, particularly its Lawrenceburg and Waterford facilities in the Midwest. Also, inconsistent
environmental regulation, particularly those related to emissions regulations that are more stringent in
the Northeast, have put some of Power’s plants at an economic disadvantage compared to its
competitors in certain Midwest states.

Customers

As EWGs, Power’s subsidiaries do not directly serve retail customers. Power uses its generation
facilities primarily for the production of electricity for sale at the wholesale level. Power’s customers
consist mainly of wholesale buyers within the Super Region, primarily within PJM, but also in New
York, Connecticut and the Midwest. As a result of the 2003 New Jersey BGS auction, Power entered
into hourly energy price contracts to be a direct supplier of certain large customers through the BGS
auction and entered into contracts with third parties who are direct suppliers of New Jersey’s EDCs. As
a result of the 2004 New Jersey BGS auction, Power will be a direct supplier of New Jersey’s EDCs. In
addition, Power extended into the New England Power Market by securing a three-year, full
requirements contract with a Connecticut utility with an expected peak load of 1,150 MW, has entered
into four year contracts totalling 500 MW with two Pennsylvania utilities and is considering entering
into similar opportunities in other states.



Employee Relations

As of December 31, 2003, Power had 3,201 employees. Power has collective bargaining agreements
with three union groups, which expire on October 31, 2004, April 30, 2005 and May 15, 2006,
respectively. These agreements cover 1,557 employees (741 employees, or approximately 66% of the
workforce for Fossil and 816 employees, or approximately 46% of the workforce for Nuclear). Power
believes that it maintains satisfactory relationships with its employees. '

Energy Holdings

Energy Holdings is a New Jersey limited lability company and is the successor to PSEG Energy
Holdings Inc., which was originally incorporated in 1989. Energy Holdings’ principal executive offices
are located at 80 Park Plaza, Newark, New Jersey 07102. Energy Holdings has two principal direct
wholly-owned subsidiaries, which are also its segments; Global and Resources. By September 2003,
Energy Holdings completed its planned sale of PSEG Energy Technologies Inc. (Energy Technologies),
see Note 5. Discontinued Operations of the Notes.

Energy Holdings has pursued investment opportunities in the global energy markets, with Global
focusing on the operating segments of the electric industries and Resources primarily making financial
investments in these industries. Global and Resources have more than 100 financial and operating
investments.

Energy Holdings’ portfolio is diversified by number, type and geographic location of investments.
As of December 31, 2003, its assets were comprised of the following types:

As of
December 31, 2003
Leveraged Leases (mainly energy related)...................c.ooiiiia.n. 40%
International Electric Distribution Facilities ........................ ... ... 20%
International Electric Generation Plants............... . coiviiiieninennn. 23%
Domestic Electric Generation Plants ................. ..o, 6%
Other (1) Lo e 6%
Other Passive Financial Investments...................ocoiiiiii, _ %
o] 7: ) P 100%

(1) Assets not allocated to a special project, including corporate receivables.

The characteristics of each of these investment types are described in more detail below.

Global

Global is an independent power producer and distributor, which develops, owns and operates
electric generation, transmission and distribution facilities in selected domestic and international
markets.

Global realized substantial growth prior to 2002, but has been faced with significant challenges as
the electricity privatization model has become stressed. These challenges have included political,
economic and social crisis in areas such as Argentina, Brazil, Venezuela and India. A series of disruptive
events have slowed privatization in many countries and have adversely affected Globals existing
investments. In 2003, Global began to review its portfolio and to seek to opportunistically monetize
investments that no longer have a strategic fit. Global has placed its near-term emphasis on maintaining
adequate liquidity and improving profitability of currently held investments. Global has developed or
acquired interests in electric generation and/or -distribution facilities in the U.S., Brazil, Chile, China,
India, Italy, Oman, Peru, Poland, Taiwan, Tunisia and Venezuela. Projects are being completed in
China, Italy and South Korea. While Global still expects certain of its investments in Latin America to
contribute significantly to its earnings in the future, adverse political and economic risks associated with
this region could have a material adverse impact on its remaining investments in the region. See Item 7.
MD&A—Future Outlogk for additional information.
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Global has sought to minimize risk in the development and operation of its generation projects by
selecting partners with complementary skills, structuring long-term power purchase contracts, arranging
financing prior to the commencement of construction and contracting for adequate fuel supply.
Historically, Global’s operating affiliates have entered into long-term power purchase contracts, thereby
selling the electricity produced for the majority of the project life. However, two plants in China,
Nantong (14 MW) and Tongzhou (12 MW), two in Texas, Guadalupe (500 MW) and Odessa (500 MW),
and one plant in Poland, Skawina (590 MW), operate as merchant plants without long-term power
purchase contracts. Global’s other plant in Poland, Elcho, may also become a merchant plant in the
future due to the Polish government’s current intention to eliminate all existing long-term Power
Purchase Agreements (PPAs). For further discussion of the oversupply of energy in the Texas power
market and Globals investment in Poland, see Item 7. MD&A—Future Qutlook.

Global, to the extent practical, attempts to limit its financial exposure associated with each project
and to mitigate development risk, foreign currency exposure, interest rate risk and operating risk,
including exposure to fuel costs, through contracts. For a further discussion of these risks, see Item 7A.
Qualitative and Quantitative Disclosures About Market Risk. In addition, project loan agreements are
generally structured on a non-recourse basis. Further, Global generally structures project financing so
that a default under one project’s loan agreement will have no effect on the loan agreements of other
projects or Energy Holdings’ debt.

Fuel supply arrangements are designed to balance long-term supply needs with price
considerations. Global’s project affiliates generally utilize a combination of long-term contracts and
spot-market purchases. Global believes that there are adequate fuel supplies for the anticipated needs
of its generating projects. Global also believes that transmission access and capacity are sufficient at this
time for its generation projects.

Gilobal has invested in four distribution companies which serve approximately 2.8 million customers
in Brazil, Chile and Peru. Global is actively involved in managing the operations of these distribution
companies in accordance with shareholder agreements and/or operating contracts. Rate-regulated
distribution assets represented 39% of Global’s assets, or $1.5 billion, as of December 31, 2003.

As of December 31, 2003, Global’s assets, which include consolidated projects and those accounted
for under the equity method, and share of project MW by region are as follows:

As of
December 31, 2003
Amount Mw
i (Millions) o
Generation:
NOTER ADIETICA « .t vttt et e e e e e e e et e e e et $ 416 1,450
Latin AMEIICa ..ottt i it et e e e 344 277
ASIa PacifiC. ..o e e e e 181 1,063
Europe and Africa ........oiiniiii e 846 883
India and the Middle East...........cccoovvivvnenn.. e 322 260
Distribution: :
Latin AMETiCa .ot vttt it e ettt e e e i, 1,494 N/A
Other: v
Other(1) ..........cociiiit P 211 N/A
Total ..................oi.t. e e e $3,814 3,933

(1) Assets not allocated to a specific project, including corporate receivables and deferred tax
assets.

Resources

Resources invests in energy-related financial transactions and manages a diversified portfolio of
assets, including leveraged leases, operating leases, leveraged buyout funds, limited partnerships and
marketable securities. Since it was established in 1985, Resources has grown its portfolio to include
more than 60 separate investments. Based on current market conditions and Energy Holdings’ intent to
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limit capital expenditures, it is unlikely that Resources will make significant additional investments in
the near term. ‘

Also, the Demand Side Management (DSM) business, previously managed by Energy
Technologies, was transferred to Resources as of December 31, 2002. DSM revenues are earned
principally from monthly payments received from utilities, which represent shared electricity savings
from the installation of the energy efficient equipment. For further discussion of the transfer of DSM to
Resources, see Note 26. Related-Party Transactions—Energy Holdings of the Notes.

The major components of Resources’ investment portfolio as a percent of its total assets as of
December 31, 2003 were: \
As of December 31, 2003

% of
Resources’
Amount Total Assets
' . (Millions)
Leveraged Leases
Energy-Related
Foreign ........ i, 81278 39%
I 167« T=1-] 4 T2 AP 1,337 41
Real Estate—DomestiC...........vviiiiiiiiiniiiiiiiiainn.. 176 5
Aircraft ;
Foreign ... 44 1
Domestic .. ov v e 59 2
Commuter Railcars—Foreign....................oooiien, 87 _3
Total Leveraged Leases ..................ooviiiiniviieinin, 2,981 91
Limited Partnerships ‘
Leveraged Buyout Funds............... ..., 74 2
Other ... e 20 _1
Total Limited Partnerships ....................... ... ' 94 3
Marketable Securities.............. ... ... C 4 —
Other Investments . ..............c.ciiitiiiiieineineinenrns e 24 1
Owned Property..............oiiiiiiiii 73 2
Current and Other Assets .................ccooiiiiiiiiiiiiininna, 101 _3
Total Resources’ Assets ..............coiiiiiiiiiniinnaianeens, $3,277 100%

I

As of December 31, 2003, no single investment represented more than 7.5% of Resources’ total
assets.

Leveraged Lease Investments

Resources maintains a portfolio that is designed to provide a fixed rate of return, predictable
income and cash flow and depreciation and amortization deductions for federal income tax purposes.
Income on leveraged leases is recognized by a method which produces a constant rate of return on the
outstanding net investment in the lease, net of the related deferred tax liability, in the years in which the
net investment is positive. Any gains or losses incurred as a result of a lease termination are recorded as
Operating Revenues as these events occur in the ordinary course of business of managing the
investment portfolio.

In a leveraged lease, the lessor acquires an asset by obtaining equity representing approximately
15% to 20% of the cost and incurring non-recourse lease debt for the balance. The lessor acquires
economic and tax ownership of the asset and then leases it to the lessee for a period of time no greater
than 80% of its remaining useful life. As the owner, the lessor is entitled to depreciate the asset under
applicable federal and state tax guidelines. In addition, the lessor receives income from lease payments
made by the lessee during the term of the lease and from tax receipts associated with interest and
depreciation deductions with respect to the leased property. The ability of Resources to realize these tax
benefits are dependent on operating gains generated by its affiliates and allocated pursuant to PSEG’s
consolidated tax sharing agreement. Lease rental payments are unconditional obligations of the lessee
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and are set at levels at least sufficient to service the non-recourse lease debt. The lessor is also entitled
to any residual value associated with the leased asset at the end of the lease term. An evaluation of the
after-tax cash flows to the lessor determines the return on the investment. Under accounting principles
generally accepted in the U.S. (GAAP), the lease investment is recorded on a net basis and income is
recognized as a constant return on the net unrecovered investment.

Resources has evaluated the lease investments it has made against specific risk factors. The
assumed residual-value risk, if any, was analyzed and verified by third-parties at the time the investment
was made. Credit risk was assessed and, if necessary, mitigated or eliminated through various structuring
techniques, such as defeasance mechanisms and letters of credit. Resources has not taken currency risk
in its cross-border lease investments. Transactions have been structured with rental payments
denominated and payable in U.S. Dollars. Resources, as a passive lessor or investor, has not taken
operating risk with respect to the assets it owns, so leases have been structured with the lessee having an
absolute obligation to make rental payments whether or not the related assets operate. The assets
subject to lease are an integral element in Resources’ overall security and-collateral position. If such
assets were to be impaired, the rate of return on a particular transaction could be affected. The
operating characteristics and the business environment in which the assets operate are, therefore,
important and must be understood and periodically evaluated. For this reason, Resources retains
experts to conduct regular appraisals on the assets it owns and leases.

Resources’ ten largest lease investments as of December 31, 2003 were as follows:

Gross Investment
: Balances as of % of Resources’
Investment . Description December 31, 2003 Total Assets

(Millions)

Reliant Energy MidAtlantic Power
| 9 O O Three generating $ 239 7%
stations
(Keystone,
Conemaugh and
Shawville)

Midwest Generation (MWG)...... ... Collins Electric 199 6
Generation |
Station

Dynegy Holdings Inc. ......... e Two electric . 190 6
generating
stations
{Danskammier
and Roseton)

Seminole Electric Cooperative....... Seminole 183 6
Generation
Station Unit #2

MWG (Guaranteed by Edison . ‘
Mission Energy) ..... e - Two electric 182 6
- generating
stations
(Powerton and
Joliet)

ENECO........ooiviiiiiiinnn. «... QGas distribution - 151 5
‘ network . : ,
(Netherlands)

Merrill Creek ..o.ovvvvvneiininnnnnn. Merrill Creek 132 .4
Reservoir Project

System Energy Resources ........... Nuclear - 131 4
_ , generating
station

(table continued on next page)
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(table continued from previous page) ,
Gross Investment

Balances as of % of Resources’
Investment ) Description December 31, 2003 Total Assets
(Millions)
ESG oo Electric 121 . 4
distribution ‘
system (Austria)
EZH ..o Electric 115 4
o generating ‘
station
. {Netherlands) .
$1,643 - 52%

For further details on leases, including credit matters related to certain lessees, see Item 7A.
Qualitative and Quantitative Disclosures About Market Risk—Credit Risk—Energy Holdings.

Energy Technologies

Energy Technologies was an energy management company whose primary objective was to
construct, operate and maintain heating, ventilating and air conditioning (HVAC) systems for, and
provide energy-related engineering, consulting and mechanical contracting services to, industrial and
commercial customers in the Northeastern and Mid-Atlantic U.S. In the third quarter of 2003, Energy
Holdings completed its planned sale of these HVAC/mechanical operating companies. For more details,
see Note 5. Discontinued Operations of the Notes.

Other Subsidiaries

Enterprise Group Development Corporation (EGDC), a commercial real estate property
management business, is conducting a controlled exit from the real estate business. EGDC directly owns
a 100% interest in two parcels of land available for development located in New Jersey totaling $19
million. EGDC also owns an 80% general partnership interest in each of four partnerships which own
and operate two buildings and land in New Jersey totaling $15 million. EGDC also owns a 100%
interest in development land located in Maryland valued at $12 million. Together, the 100% wholly-
owned land and the 80% general partnership interests represent 72% of the total assets of EGDC.
Additionally, EGDC owns a 50% partnership interest in development land located in Virginia. Total
assets of EGDC as of December 31, 2003 and 2002 were $86 million and $95 million, respectively.

Competitive Environment

Energy Holdings and its subsidiaries continue to experience substantial competition, both in the
U.S. and in international markets. In the U.S., an overbuild in generation has led to a large capacity
surplus in several regions, including Texas. This has resulted in reduced operating margins for both
independent power producers and utility generators.

In addition to the imbalance between supply and demand, regulatory initiatives are also a factor in
the competitive environment. In California there has been numerous contract renegotiations between
government entities and independent power producers. PPAs that were signed in 2000 and 2001, at the
height of the California power crisis when market prices were at a peak, were renegotiated in 2002 and
2003, when power prices had dropped considerably. As a result of this decrease in revenues, profit
margins have deteriorated, requiring increased focus on cost controls. The overbuild situation exists in
Texas as well, coupled with a marketplace evolving from a rate-regulated structure to a competitive
environment. Global anticipates that these matters in Texas will improve in the long-term, leading to
higher capacity prices and increased utilization of its facilities.

Internationally, the recession in some regions has led to a softening of electric power demand.
Regulators, driven by local politics and a desire to lower costs are reducing allowable rates of return. In
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addition, several countries, such as.Poland and India, are seeking to renegotlate existing PPAs that they
believe to be uncompetitive in- the local energy market. A

Customers

Global has ownership interests in four distribution co'mpaliies which serve approximately 2.8
million customers and has developed or acquired interests in electric generation facilities which sell
energy, capacity and anc1llary services to numerous customers through PPAs, as well as into the
wholesale market. For additional information, see Item 2. Properties—Energy Holdmgs

Employee Relations

As of December 31, 2003, Energy Holdings had 103 employees. There was a 51gmﬁcant decrease
from the prior year due to the sale of Energy Technologies and its operating subsidiaries, which had
approximately 1,900 employees. Energy Holdings believes that it maintains satisfactory relationships
with its employees. '

Services

Services is a New Jersey corporation with its principal executive offices at 80 Park Plaza, Newark,
New Jersey 07102. Services provides management and administrative services to PSEG and its
subsidiaries. These include accounting, legal, communications, human resources, information
technology, treasury and financial, investor relations, stockholder services, real estate, insurance, risk
management, tax, library and information services, security, corporate secretarial and certain planning,
budgeting and forecasting services. Services charges PSEG and its subsidiaries for the cost of work
performed and services provided pursuant to the terms and conditions of intercompany service
agreements. As of December 31, 2003, Services had 1,019 employees, none of whom were unionized.
Services believes that it maintains satisfactory relationships with its émployees.

REGULATORY ISSUES

Federal Regulation
PSEG, PSE&G, Power and Energy Holdings
PUHCA |

PSEG has claimed an exemption from regulation by the U.S. Securities and Exchange Commission
(SEC) as a registered holding company under PUHCA, except for Section 9(a)(2) thereof, which relates
to the acquisition of 5% or more. of the voting securities of an electric or gas utility company. Fossil,
Nuclear and certain subsidiaries of Energy Holdings with domestic operations are EWGs. In addition,
several of Energy Holdings’ investments include foreign utility companies (FUCOs) under PUHCA and
Qualifying Facilities (QFs) under the Public Utility Regulatory Policy Act (PURPA). If PSEG were no
longer exempt under PUHCA, or if the subsidiaries’ investments failed to maintain their status as
EWGs, FUCOs or QFs, PSEG and its subsidiaries would be subject to additional regulation by the SEC
with respect to their financing and investing activities, including the amount and type of non-utility
investments they would be permitted to make. PSEG does not believe, however, that this would have a
material adverse effect on it and its subsidiaries.

FERC

FERC is an independent federal agency that regulates the transmission of electric energy and sale
of electric energy at wholesale prices in interstate commerce pursuant to the Federal Power Act. FERC
also regulates the transmission of, as well as certain wholesale sales of, natural gas pursuant to the
Natural Gas Act. Several PSEG subsidiaries including PSE&G, Fossil, Nuclear, ER&T and certain
subsidiaries of Fossil and certain subsidiaries of Energy Holdings with domestic operations are public
utilities subject to regulation by FERC. FERC’s regulation of public utilities is comprehensive and
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governs such matters such as rates, service, mergers, financings, affiliate transaétions, market behaviors
and reporting. FERC is also responsible under PURPA for administering PURPA’s requirements for

QFs.

Regional Transmission Organization (RTO) and Transmission Order

Over the last several years, FERC has issued several orders in an effort to restructure the
wholesale electricity and electric transmission industries. FERC is attempting to establish RTOs to
conduct competitive wholesale electricity markets and to manage the regional transmission grid,
including administration of open access tariffs for non-discriminatory use of the grid.

As FERC continues to move toward RTO development in other regions of the nation, RTO
expansion and refinement continues to be the focus in the Northeast. In April 2002, PJM successfully
implemented its “PJM West” expansion and integrated Allegheny Electric- Systems into PJM. In
December 2002, FERC granted full RTO status to PJM. In 2004, PIM is working toward integrating
Commonwealth Edison Inc. (ComEd) and American Electric Power Company, Inc. (AEP) in stages to
commence in the first half of 2004. Implementation of this effort would more than double the size of the
current PJM region and would result in a market encompassing more than 153,000 MW of generation
capacity and more than 128,000 MW of Peak Load. While this expansion was generally approved by
FERC in 2003, actions by the states of Virginia and Kentucky may delay the prompt integration of AEP.
The expansion of PJM to include ComEd and AEP is expected to have a positive impact on PSEG
because it would likely expand market opportunities for Power’s Midwest plants.

On November 17, 2003, FERC ordered that the regional through-and-out-tariff (RTOR) charges
for electric transmission service that crosses the border between PJM and the Midwest Independent
System Operator Inc. (MISO) or PYM/MISO and the service territories of certain other designated
midwestern utilities be eliminated as of April 1, 2004. Elimination of these rates would have the effect
of reducing PSE&G’s transmission revenues. PSE&G, along with other impacted electric utilities, has
filed a Petition for Review of this aspect of FERC’s order in the U.S. Court of Appeals for the District
of Columbia Circuit. Also on November 17, 2003, FERC directed that PJM, MISO, and certain
midwestern utilities implement a lost-revenue recovery mechanism called a Seams Elimination Cost
Adjustment (SECA) as of April 1, 2004. The SECA is to be a tariff charge assessed on transmission
customers in each of the respective regions, which would in turn be paid to the utilities in the other
region to reimburse them for transmission revenues lost as a result of the elimination of the RTOR.
ER&T is a transmission customer and would therefore likely incur additional costs as a result of the
imposition of SECA charges. PSE&G, along with other impacted electric utilities, has filed a Request
for Rehearing of this aspect of the order with the FERC. The outcome of these proceedings cannot be
predicted.

In January 2003, FERC also proposed a new transmission pricing policy that, if adopted, would
give rate incentives to transmission companies that engage in certain transactions, including transfer of
control of facilities to a FERC-approved RTO, joining an RTO as part of an independent transmission
company and constructing new transmission facilities pursuant to a regional plan. The ultimate outcome
of this proposal and its effect on PSEG cannot be predicted.

Pursuant to a 2002 FERC order, PSE&G’s current transmission rate design is authorized through
December 31, 2004, In 2004, PSE&G will be required to file for authorization of a rate design to
become effective January 1, 2005. Within the context of that proceeding, FERC may examine PSE&G’s
transmission revenue requirements and require PSE&G to adopt a formula rate design. PSE&G expects
to be able to obtain reasonable rate treatment, however, the outcome of this proceeding cannot be
predicted. ‘ ‘

Generation and Trading

In July 2003, FERC issued its final rule on large generator interconnections, standardizing
interconnection procedures and the terms and conditions for interconnection agreements for all
generators over 20 MW. The rule retains FERC’s current pricing policy with respect to interconnection
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costs and permits generators to receive transmission credits for system upgrades. This final rule is
expected to benefit Power and Energy Holdings.

As a prerequisite to the market-based rate authority held by PSE&G, ER&T and certain
subsidiaries of Fossil and Energy Holdings, each company was required to demonstrate that it did not
have market power in its respective wholesale markets. As a condition of these market-based rates,
each of these companies is required to file on a triennial basis a market power update to demonstrate to
FERC that it continues to meet the requirements necessary to have market-based rate authority. In
2003, PSE&G and ER&T each filed its analysis, which were found to be acceptable by FERC. In 2004,
certain subsidiaries of Fossil and Energy Holdings will be required to submit their triennial market
power analysis. Failure to meet these requirements can result in the revocation of market-based rate
authority.

On June 26, 2003, FERC issued a final order that adds six new market behavioral rules to all
market-based rate tariffs. These new conditions govern unit operation, market manipulation,
communications with regulators and other entities, data reporting to publishers of electric or natural gas
indices and record retention. Violation of these market behavioral ruies could result in disgorgement of
profits and potentially the revocation of market-based rates. PSEG believes that its subsidiaries are in
compliance with these rules.

The existence and mitigation of potential market power continues to be a focus of the FERC and
RTOs. FERC is attempting to achieve a level of market mitigation that will protect consumers while, at
the same time, send appropriate price signals allowing generators to recover sufficient revenues needed
to maintain existing generation and to construct new generation at appropriate levels. In PIM, where
the vast majority of Power’s generation is located, the PTM market monitor is seeking to tighten existing
mitigation while generation interests are insisting that the current level of mitigation is excessive. Over
the long-term, PSEG supports robust competitive markets that act as natural mitigation and send
appropriate energy price signals.

In 2004, FERC is expected to finalize the Supply Margin Assessment (SMA) screen or some
variation of the SMA as its interim generation market power screen which is one element of the
comprehensive approach that FERC utilizes in evaluating whether an applicant may have market-based
rate authority. FERC has also indicated that in 2004 it will revisit its approach to evaluate the
competitiveness of markets and its approach to granting market-based rate authority. Currently, the
SMA is not applied to market participants in RTOs/ISOs with approved market monitoring units.
FERC has indicated that it is currently reconsidering this exemption. The effect of the adoption of the
SMA screen should be positive for PSEG, as it is expected to encourage more regions to join
RTOs/ISOs and will place strict limits on the potential for companies outside of RTOs/ISOs to abuse
market power. To the extent that FERC eliminates the RTO/ISO exemption, there could be negative
implications for Power resulting from additional mitigation measures that could be imposed on Power
by the RTOs. :

FERC Affiliate Standards

~ FERC’s current objectives are to scrutinize the activities of regulated entities, particularly these
entities’ affiliate relationships and behavior in the electric wholesale market. In November 2003, FERC
issued Order 2004, effective June 1, 2004, in which it adopted new Standards of Conduct that will apply
uniformly to both interstate natural gas pipelines and electric public utilities, commonly referred to as
transmission providers. PSE&G expects to be in compliance with this order.
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0ld Dominion Electric Cooperative (ODEC)

See Note 17. Commitments and Contingent Liabilities of the Notes.

Grid Reliability

FERC recently announced its intention to develop and begin enforcing mandatory reliability
standards prior to the 2004 summer peak demand period. The potential promulgation of mandatory
reliability standards by FERC is not expected to have significant impact on PSEG.

Power

Nuclear Regulatory Commission (NRC)

Nuclear’s operation of nuclear generating facilities is subject to continuous regulation by the NRC,
an independent agency established to regulate nuclear activities to ensure protection of public health
and safety, as well as the security and protection of the environment. Such regulation involves testing,
evaluation and modification of all aspects of plant operation in light of NRC safety and environmental
requirements. Continuous demonstrations to the NRC that plant operations meet requirements are also
necessary. The NRC has the ultimate authority to determine whether any nuclear generating unit may
operate.

Exelon has informed Power that the application for operating license extensions for Peach
Bottom 2 and 3 was approved by the NRC on May 7, 2003. The 20-year license extensions expire in
2033 for Unit 2 and 2034 for Unit 3. The licenses for Salem 1, Salem 2 and Hope Creek expire in 2016,
2020 and 2026, respectively.

The NRC has issued orders to all nuclear power plants to implemenf compensatory security
measures. Some of the requirements formalize a series of security measures that licensees had taken in
response to advisories issued by the NRC in the aftermath of the September 11, 2001 terrorist attacks.
Nuclear has evaluated these orders for the Salem, Peach Bottom and Hope Creek facilities and does not
expect the cost of implementation of the additional NRC measures to be material. '

In 2002, the NRC issued a bulletin requiring that all operators of pressurized water reactor (PWR)
nuclear units submit certain information related to potential degradation of reactor vessel heads. In
September 2002, Nuclear provided the requested information for Salem to the NRC. Bare metal visual
inspections for Salem 1 and 2 were completed during 2002 and 2003, respectively, and no degradation of
the reactor heads was observed. In 2003, the NRC issued an order to all operators of PWR units
concerning reactor vessel head inspections. The order confirms the previous bulletin’s requirements and
adds more intrusive and frequent future inspections, which apply to Salem 1 and 2. If repairs are
determined to be necessary, it is estimated that the repair would extend an outage by approximately
four weeks. Nuclear plans to replace Salem 1 and 2 reactor heads in 2005 as a preventive maintenance
measure.

Also in 2003, the NRC issued a bulletin requiring that all operators of PWR nuclear units also
perform inspections of the reactor vessel lower head, due to leakage observed at another nuclear unit
not owned by Power. Bare metal visual examinations were completed during. Salem 2’s October 2003
outage and no degradation was observed. Examinations of Salem 1’ reactor vessel lower head will be
performed during its Spring 2004 outage. Nuclear’s Hope Creek nuclear unit and Peach Bottom 2 and 3
are unaffected by either of these bulletins as they are boiling water reactor nuclear units. Power cannot
predict what other actions the NRC may take on this issue. For additional information regarding NRC
regulation, see Environmental Matters,

On January 28, 2004, the NRC issued a letter requesting Power to conduct a review of its Salem
and Hope Creek facilities to assess the workplace environment for raising and addressing safety issues.
The NRC’s letter requires a response by February 28, 2004. Power has initiated an in-depth self-
assessment of the work environment at both facilities and will appropriately respond to the NRC.

For additional information, see also Note 17. Commitments and Contingent Liabilities of the
Notes.
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Other Regulatory Matters
PSEG, PSE&G, Power and Energy Holdings

Environmental

PSEG and its subsidiaries are also subject to the rules and regulations relating to environmental
issues by the U.S. Environmental Protection Agency (EPA), the U.S. Department of Transportation
(DOT), the U.S. Department of Energy (DOE) and other regulators. For information on environmental
regulation, see Environmental Matters. '

PSE&G
»,Inve'stment Tax Credits (ITC)

For a discussion of an Internal Revenue Service (IRS) pfoposal that could have a material impact
on PSE&G’s treatment of ITCs, see Note 17. Commitments and Contingent Liabilities of the Notes.

State Regulation

PSEG, PSE&G, Power and Energy Holdings

The BPU is a regulatory authority that oversees the electric and natural gas distribution companies
in New Jersey. PSE&G is subject to comprehensive regulation by the BPU including, among other
matters, regulation of retail electric and gas distribution rates and service and the issuance and sale of
securities. Power’s partial ownership of nuclear generating facilities in Pennsylvania, as well as PSE&G'’s
ownership of certain transmission facilities in Pennsylvania, are subject to regulation by the
Pennsylvania Public Utility Commission (PPUC), which oversees the electric and natural gas industries
in the Commonwealth of Pennsylvania. PSE&G and Power are also subject to rules and regulations of
the New Jersey Department of Environmental Protection (NJDEP) and the New Jersey Department of
Transportation (NJDOT).

PSEG is not subject to direct regulation by the BPU, except potentially with respect to certain
transfers of control and reporting requirements. Certain subsidiaries of PSEG, Power and Energy
Holdings with operations in New Jersey may be subject to some regulation by the BPU, with respect to
energy supply (BGS and BGSS), certain asset sales, transfers of control, reporting requirements and
affiliate standards.

Various Power subsidiaries and Energy Holdings’ subsidiaries are subject to some state regulation
in individual states where they operate facilities, including New York, Connecticut, Indiana, Ohio,
Texas, California, Hawaii, New Hampshire and Pennsylvania. :

Focused Audit

The BPU previously conducted a Focused Audit of the impact of PSEG’s non-utility businesses
(those operated by Energy Holdings at the time of the Focused Audit) on PSE&G. Among other
things, the BPU ordered that PSEG not permit Energy Holdings’ investments to exceed 20% of PSEG’s
consolidated assets without prior notice to the BPU. In the Final Decision and Order (Final Order)
issued in 1999, relating to PSE&G’s rate unbundling, stranded costs and restructuring proceedings, the
BPU noted that, due to significant changes in the industry and, in particular PSEG’s corporate structure
as a result of the Final Order, modifications to or relief from the BPU’s Focused Audit order might be
warranted. PSE&G has notified the BPU that PSEG eliminated PSEG Capital Corporation (PSEG
Capital) debt at the end of the second quarter of 2003 and that it believes the Final Order otherwise
supercedes the requirements of the Focused Audit.

On December 31, 2003, the BPU requested all utilities in New Jersey, including PSE&G, to provide
certain information related to corporate governance. The BPU has informally indicated that it intends
to -propose rules to regulate utility holding company relationships in 2004. While PSEG, PSE&G and
Energy Holdings believe that this issue will be satisfactorily resolved, no assurances can be given.
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BPU Affiliate Standards

PSE&G is required to file a compliance plan every two years with the BPU to demonstrate its
compliance with the New Jersey Competitive Service and Affiliate Standards. In 2002, the BPU issued
orders adopting the Competitive Service Audit reports on New Jersey’s electric and gas utilities. The
audit reports generally concluded that PSE&G was in compliance with the BPU’s affiliate standards.
PSE&G filed its compliance plan in accordance with the BPU’s regulations. Also in 2002, the BPU
commenced its next regular audit of the state’s electric and gas utilities’ competitive activities. On
April 22, 2003, the BPU issued for public comment the report of its consultant on the competitive
services audit. The report concluded that PSE&G had implemented the recommendations from the
BPU'’s original order and was operating in compliance with the standards, with limited exceptions which
PSE&G expects to be able to resolve in the ordinary course of business. The report raised some
potential concerns about the impact on PSE&G from affiliate operations and proposed that the BPU
ask for a demonstration that adequate steps will be taken to assure a continuing ability of PSE&G to
gain access to the capital markets. The BPU has not issued a final order on the 2002 audit. PSE&G
expects to submit another compliance plan in 2004 to address these matters. PSE&G does not expect an
adverse outcome to this matter.

The New Jersey Ratepayer Advocate (RPA) requested the BPU to conduct a discovery process
and hearings regarding the competitive services reports. Discovery was received from the RPA and
PSE&G filed comments concerning the conclusions raised in the report. In response, the RPA filed
comments requesting a ruling by the BPU. The objectives of these audits are to assure that neither the
utilities nor their related competitive business segments enjoy an unfair competitive advantage over
their competitors and to assure that there is no form of cross-subsidization of competitive services by
utility operators or affiliates with which they are associated. The audits will be guided by the BPU'’s
Affiliate Standards requirements.

PSE&G

Electric Base Rate Case

In July 2003, PSE&G received an order from the BPU approving a proposed settlement of its
electric base rate case with certain modifications. For additional information, see Item 7. MD&A—
Overview of 2003 and Future Outlook.

Deferral Proceeding

In August 2002, PSE&G filed a petition proposing changes to two components of its rates: the
Societal Benefits Clause (SBC) and the Non-Utility Generation Transition Charge (NTC). The case was
transferred to the Office of Administrative Law (OAL) and a settlement was reached during the second
quarter of 2003. On July 9, 2003 the BPU approved the settlement of the Deferral Proceeding resulting
in the annual reduction of rates by approximately $238 million through the SBC and NTC.

Deferral Audit

In September 2002, the BPU retained the services of two outside firms to conduct a review of New
Jersey’s electric utilities’ deferred costs for compliance with BPU mandates. Audit work has been
completed and a final draft report was filed with the BPU on December 16, 2002, with PSEG
responding on December 30, 2002. Formal comments on the final report were incorporated in the
Deferral Proceedings, discussed above.

In October 2003, a second phase of the review commenced concentrating on deferred SBC, NTC
and Market Transition Charge (MTC) balances for the twelve months ended July 31, 2003. Audit work
has been completed and a draft report is expected to be filed with the BPU during the first quarter 2004.
The outcome cannot be determined at this time.
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Gas Base Rate Case

In January 2002, the BPU issued an order approving a settlement of PSE&G’s Gas Base Rate Case
under which PSE&G is receiving an additional $90 million of gas base rate revenues, approximately $8
million of which results from gas depreciation rate changes. This occurred simultaneously with PSE&G’s
implementation of its previously approved Gas Cost Underrecovery Adjustment (GCUA) surcharge to
recover the October 31, 2001 gas cost underrecovery balance of approximately $130 million over a
three-year period with interest and with PSE&G’s reduction of its 2001-2003 Commodity Charges by
approximately $140 million. As a result of the settlement, PSE&G agreed not to request another gas
base rate increase that would take effect prior to September 1, 2004.

Residential Natural Gas Supply

In December 2002, the BPU approved a revised statewide BGSS Commodity filing procedure. An
annual filing will be made each year by June 1 for rate relief expected by October 1. That rate relief
may be supplemented by two potential self-implementing rate increases to the maximum of 5% of the
residential customer’s bill on December 1st and February 1st. In addition, companies may self-
implement rate decreases at any time. All increases will be reconciled in the annual filing. PSE&G has
implemented the following BGSS-RSG rate changes since January 2002:

January 16, 2003 ............. e 7.4% increase (Final June 20, 2003)
March 1, 2003 ...t 5.0% increase (Self-implementing)
September 1, 2003 ............coiiiienn 7.2% increase (Provisional)

January 1,2004 ... ... ..o, 4.3% decrease (Self-implementing)

New Jersey Interim Clean Energy Program

. The New Jersey Clean Energy Program was initiated by the BPU in 1999 through EDECA. In
December 2003, the BPU ordered PSE&G to deposit funds associated with the 2004 Interim Clean
Energy Program with a BPU-selected fiscal agent. The agent will disburse the funds to cover the Clean
Energy Program costs as directed by the BPU Office of Clean Energy. PSE&G’s financial responsibility
for the 2004 Interim Program has been identified by the BPU at $65 million for 2004, plus $46 million
for PSE&G’s share of a carryover liability for 2001-2002. As a result, PSE&G has established a
regulatory asset and corresponding liability to recognize the impact of the BPU’s December 2003
decision and the full recovery of all payments as provided by the order.

Remediation Adjustment Clause (RAC) Filing

In June 2003, PSE&G filed its RAC petition with the BPU for recovery of approximately $35
million for remediation costs incurred at PSE&G’s former Manufactured Gas Plant (MGP) sites. The
costs cover the period from August 1, 2001 through July 31, 2002. On July 11, 2003, the case was
transferred to the OAL for hearings. The parties to the case entered into a Stipulation of Settlement on
December 16, 2003 to recover the entire $35 million. The Stipulation was filed with the OAL. The OAL
is expected to issue a decision and forward it to the BPU for a Final Decision and Order. It is
anticipated that a Final Decision and Order will be approved during the first quarter of 2004.

Universal Service Fund (USF)

In March 2003, the BPU approved the implementation of a permanent USF program. Amounts
related to this program will be included in the SBC with deferred accounting treatment.
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Foreign Regulation
Energy Holdings
Global

Global’s electric distribution facilities in Latin America are rate-regulated enterprises. Rates
charged to customers are established by government authorities and are viewed by Global as currently
sufficient to cover all operating costs and provide a return. Global can give no assurances that future
rates will be established at levels sufficient to cover such costs, provide a return on its investments or
generate adequate cash flow to pay principal and interest on its debt or to enable it to comply with the
terms of its debt agreements.

Brazil

Rio Grande Energia S.A. (RGE) is regulated by Agencia Nacional de Enérgia Eletrica (ANEEL),
the national reguiatory authority. ANEEL’s functions include granting and supervising electric utility
concessions, approving electricity tariffs, issuing regulations and auditing distribution systems’
performance. The rate setting process for Brazilian distribution companies has two components: an
annual adjustment for which RGE applies every April and which is embedded in the concession
contract and a rate case revision, which was conducted in 2003 and will be repeated again every fifth
year. In April 2003, ANEEL approved a 36.07% tariff increase for RGE. Thirty-one percent of this
increase became effective on April 16, 2003, with the balance effective in 2004. This rate increase is
sufficient to maintain the current level of goodwill recorded at RGE.

In April 2004, RGE will apply for the annual rate case adjustment. Based on 2003 annual inflation
and the 5% increase postponed since 2003, Global expects that RGE should be granted an 18% tariff
increase. :

In October 2003, the Brazilian Congress passed a law requesting the electric distribution companies
(including RGE) to provide service connections to new low voltage customers without charging any fee
for such connections. The law requires that the companies must develop a plan to connect every
residential house that currently has no electricity service within the next five years. Although RGE
should be compensated under the law for the costs of this program, implementation of this program
may increase RGE’s capital expenditure budget. :

Chile

Distribution companies in Chile, including Chilquinta Energia S.A. (Chilquinta) and Sociedad
Austral de Electricidad S.A. (SAESA), are subject to rate regulation by the Comision Nacional de
Energia (CNE), a national governmental regulatory authority. The Chilean regulatory framework has
been in existence since 1982, with rates set every four years based on a model company. The tariff which
distribution companies charge to regulated customers consists of two components: the actual cost of
energy purchased plus an additional amount to compensate for the value added in distribution (DVA
tariff). The DVA tariff considers allowed losses incurred in the distribution of electricity, administrative
costs of providing service to customers, costs of maintaining and operating the distribution systems and
an annual return on investment of 6% to 14%, based on the replacement cost of distribution assets.
Changes in electricity distribution companies’ cost of energy are passed through to customers, with no
impact on the distributors’ margins (equal to the DVA tariff). Therefore, distributors, including SAESA
and Chilquinta, should not be affected by changes in the generation sector which affect prices.

The most recent tariff adjustments for SAESA and Chilquinta occurred in 2000. The next rate case
is scheduled for 2004. The DVA tariff index provides for monthly adjustments based on variations in
certain economic indicators whenever the component costs increase by more than 3% over prior levels.
This index provides inflation adjustments and indirect partial devaluation protection. The CNE
concluded a profitability review of Chilean distribution companies in January 2002, with no resulting
adverse effects to SAESA or Chilquinta’s tariff rates. The CNE is in the process of conducting its
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annual profitability reviews, similar to the one completed in 2002, which may result in material adverse
effects on tariffs for SAESA and/or Chilquinta. :

Peru

Distribution companies in Peru, including Global’s facility, Luz del Sur S.A.A. (L.DS), are subject to
rate regulation by a national government regulatory authority. The Peruvian rate setting mechanism was
established in 1992 and is similar to the Chilean system described above, except that rates of return are
- between 8% and 16% . Rates are set every four years. LDS’s latest rate case was completed in 2001. The
next regularly scheduled rate setting for LDS is in 2005. :

SEGMENT INFORMATION

‘ Financial information with respect to the business segments of PSEG, PSE&G, Power and Energy
Holdings is set forth in Note 23. Financial Information by Business Segments of the Notes.

ENVIRONMENTAL MATTERS

PSEG, PSE&G, Power and Energy Holdings

Federal, regional, state and local authorities regulate the environmental impacts of PSEG's
operations within the U.S. Laws and regulations particular to the region, country, or locality where
these operations are located govern environmental impacts associated with PSEG’s operations in
foreign countries. For both domestic and foreign operations, areas of regulation may include air quality,
water quality, site remediation, land use, waste disposal, aesthetics, impact on global climate and other
matters.

To the extent that environmental requirements are more stringent and compliance more costly in
certain states where PSEG operates compared to other states that are part of the same market, such
rules may impact its ability to compete within that market. Due to evolving environmental regulations,
it is difficult to project expected costs of compliance and its impact on competition. For additional
information related to environmental matters, see Item 3. Legal Proceedings.

PSEG, Power and Energy Holdings

Air Pollution Control

The Federal Clean Air Act (CAA) and its implementing regulations require controls of emissions
from sources of air pollution and also impose record keeping, reporting and permit requirements.
Facilities in the U.S. that Power and Energy Holdings operate or in which they have an ownership
interest are subject to these Federal requirements, as well as requirements established under state and
local air pollution laws applicable where those facilities are located. Except as noted below, capital costs
of complying with air pollution control requirements through 2005 are included in Power’s estimate of
construction -expenditures in Item 7. MD&A—Capital Requirements.

Prevention of Significant Deterioration (PSD)/New Source Review (NSR)
For a discussion of PSD/NSR, see Note 17. Commitments and Contingent Liabilities of the Notes.

Sulfur Dioxide (SO,)/Nitrogen Oxide (NO,)

To reduce emissions of SO,, the CAA sets a cap on total SO, emissions from affected units and
allocates SO, allowances (each allowance authorizes the emission of one ton of SO,) to those units.
Generation units with emissions greater than their allocations can obtain allowances from sources that
have excess allowances. Similarly, to reduce emissions of NO,, Northeastern states and the District of
Columbia have set a cap on total emissions of NO, from affected units and allocated NO, allowances
(with each allowance authorizing the emission of one ton of NO,) to those units. The NO, cap applies
from May through September of each year. The NO, allowances can be bought and sold through a
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regional trading program. To comply with the SO, and NO, requirements, affected units may choose
one or more strategies, including installing air pollution control technologies, changing or limiting
operations, changing fuels or obtaining additional allowances. At this time, Power does not expect to
incur material expenditures to continue complying with the SO, program. Beginning in 2003, the NO,
cap was reduced in New Jersey, New York, Pennsylvania, Connecticut and other Northeastern states,
which is expected to materially increase the cost of complying with the NO, program in those states.
The extent of the increase across the region will depend upon a number of factors that may increase or
decrease total NO, emissions from affected units, thus increasing or decreasing demand for a fixed
supply of allewances. Power has been implementing measures to reduce NO, emissions at several of its
units, which should reduce the impact of any further increases to the costs of allowances. For additional
information regarding the costs of these allowances, see Item 7. MD&A—Future Outlook.

The EPA has issued regulations (commonly known as the NO, State Implementation Plan (SIP)
Call) requiring the 22 states in the eastern half of the U.S. and the District of Columbia to reduce and
cap NO, emissions from power plant and industrial sources. This cap applies from May through
September of each year. Although the EPA has delayed the implementation until May 31, 2004, the
NO, reduction requirements are consistent with requirements already in place in New Jersey, New
York, Connecticut and Pennsylvania, and therefore are not likely to have an additional impact on or
change the capacity available from Power’s existing facilities. Beginning May 31, 2004, new facilities that
Power has developed in Ohio and is developing in Indiana will be subject to rules that those states have
promulgated to comply with the NO, SIP Call. Because the rules in Ohio and Indiana both set aside
allowances for allocation to new sources, Power does not anticipate any matenal adverse effects from
complying with this program in these states.

In 1997, the EPA adopted a new air quality standard for fine particulate matter and a revised air
quality standard for ozone. In 2002, the EPA announced that it would move forward with the process
for identifying and designating areas of the U.S. that fail to meet the revised federal health standard for
ozone or the new federal health standard for fine particulates. Designation of these areas is expected in
2004, with states expected to develop regulatory measures necessary to achieve and maintain the health
standards. States may require reductions in NO, and SO, to attain these standards. Additional NO, and
SO, reductions also may be required to satisfy requirements of an EPA rule protecting visibility in many
of the nation’s scenic areas, including some areas near Power’s facilities. Power cannot at this time
determine whether any costs it may incur to comply with these standards would be material.

In December 2003, the EPA announced its intent to propose an Interstate Air Quality Rule
(IAQR) that would identify 29 states and the District of Columbia as contributing significantly to the
levels of fine particulates and/or 8-hour ozone in downwind states. New Jersey, New York, Pennsylvania
and Connecticut are among the states EPA lists in the proposed IAQR. Based on state obligations to
address interstate transport of pollutants under the CAA, the EPA is proposing a two-phased emission
reduction program for SO, and NO,, with Phase 1 beginning in 2010 and Phase 2 beginning in 2015. The
EPA is recommending that the program be implemented through a cap-and-trade program, although
states are not required to proceed in this manner. The EPA has stated its intent to finalize the JAQR
during 2004. States would have to submit plans to the EPA for complying with the rule within 18
months of publication of the notice of final rulemaking. Power cannot at this time determine whether
any costs it may incur to comply with these standards would be material.

Carbon Dioxide (CO;) Emissions

When effective, it is expected that the Kyoto Protocol will require material reductions of CO, and
certain other greenhouse gases between 2008 and 2012. Although the U.S. has indicated that it does not
intend to ratify the treaty, Energy Holdings’ assets in Europe will be affected by implementation of the
Kyoto Protocol, although the specific impacts will depend upon the regulations adopted by the
European Union (EU) and nations looking to accede to the EU, such as Poland. The outcome of this
rulemaking and its impact upon Energy Holdings cannot be predicted.

In 2002, Power announced a voluntary agreement that calls for a goal of reducing the annual
average CO, emission rate of its fossil fuel fired electric generating units by 15% below the 1990
average annual CO, emission rate of its New Jersey fossil fuel fired electric generating units by
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December 31, 2005. Fossil also made a $1.5 million payment to the NJDEP to assist in the development
of landfill gas projects and is required to make an additional payment equal to $1 per ton of CO,
emitted greater than the 15% goal, up to $1.5 million, if that reduction is not achieved.

PSEG joined the EPA Climate Leaders Program as a charter member in February 2002. On
January 13, 2004, PSEG announced a voluntary goal to cut its domestic CO, emissions rate 18% from
2000 levels by January 1, 2009. The establishment of this target reaffirms PSEG's participation in the
EPA Climate Leaders Program.

There continues to be a debate within the U.S. over the direction of domestic climate change
policy. Several states, primarily in the Northeastern U.S., are considering state-specific or regional
legislation initiatives to stimulate CO, emission reductions in the electric power industry. For example,
New York initiated the Regional Greenhouse Gas Initiative (RGGI) in April 2003. Currently, nine
Northeastern states are participating in discussions intended to lead to a regional program to cap CO,
emissions from the electric power sector in the region. The outcome of this initiative cannot be
determined at this time, however, adoption of stringent CO, emission reduction requirements in the
Northeast could materially impact Power’s operations in the Northeast.

Other Air Pollutahts

The CAA directed the EPA to study potential public health impacts of hazardous air pollutants
(HAP) emitted from electric utility steam generating units. In December 2000, the EPA announced its
intent to regulate HAP emissions from coal-fired and oil-fired steam units and to develop Maximum
Achievable Control Technology (MACT) standards for these units. The EPA proposed the MACT
standards in December 2003 and expects to promulgate a final rule by December 2004, with compliance
to be required by Decembei 2007. PSEG is evaluating the potential impact of these proposed standards.

The EPA announced in December 2003 its intent to propose alternative rules for addressing
emissions of mercury from electric generating sources. The first alternative proposes.to regulate
mercury through the establishment of a MACT standard applicable on a unit-by-unit basis or through a
cap and trade program. The MACT standard would establish mercury emission limits for all new and
existing units and reduce nationwide mercury emissions by approximately 29% by December 2007. The
second option requires the EPA to rescind its December 2000 announcement to regulate mercury as a
HAP through a MACT standard and to regulate mercury through a cap and trade program to be
implemented by changes to the states’ individual SIPs that establish decreasing emission caps in 2010
and 2018. As part of the December 15, 2003 proposal, the EPA is also proposing to set nickel MACT
emission limits for oil-fired electric steam generating units.

Connecticut has already adopted standards for the reduction of emissions of mercury from coal-
fired electric generating units and New Jersey has proposed similar regulations. On January 5, 2004, the
NIDEP issued draft regulations that would restrict emissions of mercury from coal fueled power plants.
The draft rule recognizes multi-pollutant reduction agreements reached between NJDEP and private
parties. Power has reached an agreement with the NJDEP in the level of mercury emissions from its
coal plants as a result of a consent that resolved issues of PSD and NSR at the Hudson, Mercer and
Bergen facilities. These regulations are expected to be finalized during 2004. The impact on Power’s
operations of Federal or state regulation of these emissions is still unknown. .

Water Pollution Control

The Federal Water Pollution Control Act (FWPCA) prohibits the discharge of pollutants to waters
of the U.S. from point sources, except pursuant to a National Pollutant Discharge Elimination System
(NPDES) permit issued by the EPA or by a state under a federally authorized state program. The
FWPCA authorizes the imposition of technology-based and water quality-based effluent limits to
regulate the discharge of pollutants into surface waters and ground waters. The EPA has delegated
authority to a number of state agencies, including the NJDEP, to administer the NPDES program
through state acts. The New Jersey Water Pollution Control Act (NJWPCA) authorizes the NJDEP to
implement regulations and to administer the NPDES program with EPA oversight, and to issue and
enforce New Jersey Pollutant Discharge Elimination System (NJPDES) permits. Power and Energy
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Holdings also have ownership interests in domestic facilities in other jurisdictions that have their own
laws and implement regulations to regulate discharges to their surface waters and ground waters that
directly regulate Power’s or Energy Holdings’ facilities in these jurisdictions.

The EPA is conducting a rulemaking under FWPCA Section 316(b), which requires that cooling
water intake structures reflect the best technology available (BTA) for minimizing “adverse
environmental impact.” Phase I of the rule became effective on January 17, 2002. None of the projects
that Power currently has under construction or in development is subject to the Phase I rule. A decision
issued in February 2004, by the U.S. Court of Appeals for the Second Circuit in the litigation
challenging Phase I of the rule struck down that rule’s provision allowing for the use of restoration
measures to the specified performance standard and upheld EPA’s consideration of numbers of
organisms killed or injured in cooling water systems in determining whether the system has caused an
adverse environmental impact. These two determinations, if applied to Phase II of the rulemaking,
could have a material impact on Power’s ability to renew its NPDES permits at its larger once-through
cooled plants without significant upgrades to their existing intake structures and cooling systems.

The EPA signed the Phase II rules covering large existing power plants on February 16, 2004. The
regulations provide the following five alternative methods by which a facility can demonstrate that it
complies with the requirement for best technology available for minimizing adverse environmental
impacts associated with cooling water intake structures: (1) reduce flow commensurate with a closed-
cycle system or reduce intake velocity; (2) meet applicable performance standards for reduction of
entrainment and impingement through the use of the existing design, construction, operational or
restoration measures; (3) meet applicable performance standards through a combination of existing and
proposed design, construction, operational or restoration measures; (4) installation of a design and
construction technology specified by the regulation or pre-approved by the .agency; and (5) a site-
specific determination that the cost to the facility to meet the performance standards is “significantly
greater” than either (a) the costs that EPA estimated for that type of facility or (b) the environmental
benefits of complying with the performance standards. Although the rule applies to all of Power’s
electric generating units that use surface waters for once-through cooling purposes, the impact of the
rule to Power and the rule’s ability to withstand anticipated legal challenges cannot be determined at
this time. If application of the Phase II rules requires the retrofitting of cooling water intake structures
at Power’s existing facilities, additional material capital expendltures could be required to modify the
existing plants to enable their contlnued operations.

PSE&G and Power

Federal Comprehensive Environmental Response, Compensation and Lidbility Act of 1980
(CERCLA) and New Jersey Spill Compensation and Control Act (Spill Acy)

CERCLA and the Spill Act authorize Federal and state trustees for natural resources to assess
damages against persons who have discharged a hazardous substance, causing an injury to natural
resources. Pursuant to the Spill Act, the NJDEP requires persons conducting remediation to
characterize injuries to natural resources and to address those injuries through restoration or damages.
In 2003, the NJDEP issued a policy directive memorializing its efforts to recover natural resource
damages and its intent to continue to pursue the recovery of natural resource damages. The NJDEP
also issued guidance to assist parties in calculating their natural resource damage liability for settlement
purposes, but has stated that those calculations are applicable only for those parties that volunteer to
settle a claim for natural resource damages before a claim is asserted by the NJDEP. PSE&G and Power
cannot assess the magnitude of the potential impact of this regulatory change. The financial impact of
this development is not currently estimable, however, these costs could be material.

Because of the nature of PSE&G’s and Power’s respective businesses, including the production and
delivery of electricity, the distribution of gas and, formerly, the manufacture of gas, various by-products
and substances are or were produced or handled that contain constituents classified by Federal and state
authorities as hazardous. For discussions of these hazardous substance issues and a discussion of
potential liability for remedial action regarding the Passaic River, see Note 17. Commitments and
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Contingent Liabilities of the Notes. For a discussion of remedlatlon/clean -up actions involving PSE&G
and Power, see Item 3. Legal Proceedmgs

Hazardous Waste

The NJDEP adopted regulations concerning site investigation and remediation that require an
ecological evaluation of potential damages to natural resources in connection with an environmental
investigation of contaminated sites. See Note 17. Commitments and Contingent Liabilities of the Notes
for further discussion of this issue.

Uranium Enrichment Decontamination and Decommissioning Fund

In accordance with the Energy Policy Act (EPAct), domestic entities that own nuclear generating
stations are required to pay into a decontamination and decommissioning fund, based on their past
purchases of U.S. government enrichment services. Since these amounts are being collected from
PSE&G’s customers over a period of 15 years, this obligation remained with PSE&G following the
generation asset transfer to Power in 2000. PSE&G’s obligation for the nuclear generating stations in
which it had an interest was $80 million (adjusted for inflation). As of December 31, 2003, PSE&G had
paid $63 million, resulting in a balance due of $17 million. As of December 31, 2003, Power also had a
balance due of approximately $4 million, which related to interests in certain nuclear units it purchased.
This amount is payable to the DOE in annual installments through October 2006.

Power

Permit Renewals

In June 2001, the NJDEP issued a renewed NJPDES permit for Salem, expiring in July 2006,
allowing for the continued operation of Salem with its existing cooling water system.

The consultant hired by NJDEP to review the NJPDES permit renewal application for Power’s
Hudson station recommended that the Hudson station be retrofitted to operate with closed cycle
cooling to address alleged adverse impacts associated with the thermal discharge and intake structure.
Power proposed certain modifications to the intake structure and resubmitted these modifications to the
NIDEP in 1998. In the second quarter of 2003, Power received a NJDES permit for its Hudson
generating station, that required the modification to the intake structures that Power had proposed, but
did not require Power to retrofit the station to operate with closed cycle cooling.

The NJDEP has advised Power that it is reviewing a NJPDES permit renewal application for the
Mercer station and, in conrection with that renewal, will be reexamining the effects of the Mercer
station’s cooling water system pursuant to FWPCA. Power has submitted to the NJDEP a renewal
application that proposes certain modifications to the cooling water system.

Power cannot predict the timing and/or outcome of the review of the application for the Mercer
generation station. An unfavorable outcome could have a material adverse effect on Power’s financial
position, results of operations and net cash flows. Capital costs of complying with water pollution
control requirements are included in Power’s estimate of construction expenditures in Item 7. MD&A—
Capital Requirements.

Nuclear Fuel Disposal

For a discussion of nuclear fuel disposal, see Note 17. Commitments and Contingencies of the
Notes.

Low Level Radioactive Waste (LLRW)

As a by-product of their operations, nuclear generation units produce LLRW. Such wastes include
paper, plastics, protective clothing, water purification materials and other materials. LLRW materials
are accumulated on site and disposed of at licensed permanent disposal facilities. New Jersey,
Connecticut and South Carolina have formed the Atlantic Compact, which gives New Jersey nuclear
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generators, including Power, continued access to the Barnwell LLRW disposal facility which is owned by
South Carolina. Power believes that the Atlantic Compact will provide for adequate LLRW disposal for
Salem and Hope Creek through the end of their current licenses, although no assurances can be given.
Both Power and Exelon have on-site LLRW storage facilities for Salem, Hope Creek and Peach
Bottom, which have the capacity for at least five years of temporary storage for each facility.

PSE&G

Spill Prevention Control and Countermeasure (SPCC)

In 1998, PSE&G evaluated SPCC Plan compliance at all of its substations and identified certain
deficiencies. The necessary upgrades are being made and the costs 'of these upgrades are not expected to
be material over the next several years. In July 2002, the EPA amended its SPCC regulations to, among
other things, confirm the regulations’ applicability to oil-filled electrical equipment.

MGP

For information regarding PSE&G’s MGP, see Note 17. Commitments and Contingent Liabilities of
the Notes.
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ITEM 2. PROPERTIES

PSEG
PSEG does not own any property. All property is owned by its subsidiaries.

Services leases substantially all of a 25-story office tower for PSEG’s corporate headquarters at 80
Park Plaza, Newark, New Jersey, together with an adjoining three-story building.

PSE&G

PSE&G’s First and Refunding Mortgage (Mortgage), securing the bonds issued thereunder,
constitutes a direct first mortgage lien on substantially all of PSE&G’s property.

PSE&G’s electric lines and gas mains are located over or under public highways, streets, alleys or
lands, except where they are located over or under property owned by PSE&G or occupied by it under
easements or other rights. These easements and other rights are deemed by PSE&G to be adequate for
the purposes for which they are being used.

PSE&G believes that it maintains adequate insurance coverage against loss or damage to its
principal properties, subject to certain exceptions, to the extent such property is usually insured and
insurance is available at a reasonable cost.

Electric Transmission and Distribution Properties

As of December 31, 2003, PSE&G’s transmission and distribution system included approximately
21,361 circuit miles, of which approximately 7,294 circuit miles were underground, and approximately
786,980 poles, of which approximately 536,236 poles were jointly owned. Approximately 99% of this
property is located in New Jersey.

In addition, as of December 31, 2003, PSE&G owned five electric distribution headquarters and
four subheadquarters in four operating divisions, all located in New Jersey.

Gas Distribution Properties

As of December 31, 2003, the daily gas capacity of PSE&G’s 100%-owned peaking facilities (the
maximum daily- gas delivery available during the three peak winter months) consisted of liquid
petroleum air gas (LPG) and liquefied natural gas (LNG) and aggregated 2,973,000 therms
(approximately 2,886,000 cubic feet on an equivalent basis of 1,030 Btu/cubic foot) as shown in the
following table:

Daily Capacity
Plant Location (Therms)
Burlington LNG ..o, Burlington, NJ 773,000
Camden LPG.........ccooiiiiiiiiiiiiiiiiennns Camden, NJ 280,000
Central LPG ... ... Edison Twp., NJ 960,000
Harrison LPG ...t i Harrison, NJ 960,000
Total oo e 2,973,000

As of December 31, 2003, PSE&G owned and operated approximately 16,932 miles of gas mains,
owned 12 gas distribution headquarters and two subheadquarters, all in two operating regions located in
New Jersey and owned one meter shop in New Jersey serving all such areas. In addition, PSE&G
operated 61 natural gas metering or regulating stations, all located in New Jersey, of which 28 were
located on land owned by customers or natural gas pipeline suppliers and were operated under lease,
easement or other similar arrangement. In some instances, the plpehne companies owned portions of
the metering and regulating facilities.
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Office Buildings and Facilities

PSE&G rents office space from Services as its headquarters in Newark, New Jersey. PSE&G also
leases office space at various locations throughout New Jersey for district offices and offices for various
corporate groups and services. PSE&G also owns various other sites for training, testing, parking,
records storage, research, repair and maintenance, warehouse facilities and for other purposes related to
its business.

In addition to the facilities discussed above, as of December 31, 2003, PSE&G owned 41 switching
stations in New Jersey with an aggregate installed capacity of 21,079 megavolt-amperes and 241
substations with an aggregate installed capacity of 7,584 megavolt-amperes. In addition, four substations
in New Jersey having an aggregate installed capacity of 122 megavolt-amperes were operated on leased
property.

Power

Power rents office space from Services as its headquarters in Newark, New Jersey. Other leased
properties include office, warehouse, classroom and storage space, primarily in New Jersey, used for
system maintenance, procurement and materials management staff, training and storage.

Through a subsidiary, Power owns a 57.41% interest in approximately 12,000 acres of restored
wetlands and conservation facilities in the Delaware River Estuary that was formed to acquire and own
lands and other conservation facilities required to satisfy the condition of the NJPDES permit issued for
Salem. Power also owns several other facilities, including the on-site Nuclear Administration and
Processing Center buildings.

Power has a 13.91% ownership interest in the 650-acre Merrill Creek Reservoir in Warren County,
New Jersey and approximately 200 acres of land surrounding the reservoir. The reservoir was
constructed to store water for release to the Delaware River during periods of low flow. Merrill Creek is
jointly owned by seven companies that have generation facilities along the Delaware River or its
tributaries and use the river water in their operations. Power owned the Maplewood Test Services in
Maplewood, New Jersey and owns the Central Maintenance Shop at Sewaren, New Jersey. The
Maplewood Test Services in Maplewood, New Jersey was transferred to Services at book value in
January 2004.

Power believes that it maintains adequate insurance coverage against loss or damage to its plants
and properties, subject to certain exceptions, to the extent such property is usually insured and
insurance is available at a reasonable cost. For a discussion of nuclear insurance, see Note 17.
Commitments and Contingent Liabilities of the Notes. ‘
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. As of December 31, 2003, Power’s share of iﬁstalled generating capacity was 13,751 MW, as shown
in the following table:

OPERATING POWER PLANTS

Total Owned Principal
. Capacity % Capacity Fuels
Name Location (MW) Owned MW) Used Mission
Steam: .
Hudson ........... ..ot NI 991 100% 991 Coal/Gas  Load Following
Mercer........cooviii i NJ 648  100% 648  Coal/Gas  Load Following
Sewaren. ...t NJ 453 100% 453 Gas/Oil Load Following
Linden(F) ......oiiniiiiiiiiiiiii i NJ 430 100% 430 Oil Load Following
Keystone(A)B) ... PA 1,700 23% 388  Coal Base Load
Conemaugh(A)B) .......ccoovvviinininnt. PA 1,700 23% 382  Coal Base Load
Kearny..........ocoviiiiiiiiiii i NJ 300 100% 300 Oil Load Following
Albany(F) ........covvnvinnn., e NY 376 100% 376 Gas/Oil Load Following
Bridgeport Harbor .......................... CTr 525  100% 525  Coal/Oil Base Load
New Haven Harbor ......................... CT 455 100% 455  Oil/Gas Load Following
Total Steam ...........ccoviiiiiiinia, 7,578 4,948
Nuclear:
Hope Creek .........cooiiiiiiiiiii i, NJ 1,049 100% 1,049 Nuclear Base Load
Salem 1 & 2(A) ...vviiiiii i NJ 2,236 57% 1,284  Nuclear Base Load
Peach Bottom 2 & 3(A)(C)...........c.cvnn PA 2,224 50% 1,112 Nuclear Base Load
Total Nuclear......................ount 5,509 3,445
Combined Cycle:
Bergen ... ..ot e e e NJ 1,221 100% 1,221 Gas/Oil Load Following
Burlington(F) . ... NJ 245 100% 245  Gas/Oil Load Following
Waterford ...........cooiiiiii OH 821  100% 821 Gas Load Following
Total Combined Cycle................... 2,287 2,287
Combustion Turbine:
Essex ..ooovvii i NJ 617  100% 617  Gas/Oil Peaking
Edison........coooiiiiiii NJ 504  100% 504  Gas/Oil Peaking
Kearny.......ocooiiiiiiiiiiiiiiiiiiinann, NJ 443 100% 443  Gas/Oil Peaking
Burlington..........cooveiii i NI 557  100% 557  Gas/Oil Peaking
Linden ... NJ 324 100% 324 Gas/Oil Peaking
(5 ) S i NJ 129 100% 129 Qi Peaking
SEWAIEIN . ..ot e NJ 129 100% 129 Oil Peaking
Bayonne .......... .. i NJ 42 100% 42 Qi Peaking
Bergen........ooiiii e NJ 21 100% 21 Gas Peaking
National Park............... ..o, NJ 21 100% 21 Oil Peaking
Kearny..........ooooiiiiiiiiiiiiiini e, NJ 21 100% 21  Gas Peaking
Linden(F) ...oovvvuniinniiiiiiiiiiiienannns NI 21 100% 21  Gas/Oil Peaking
Salem(A).....cooiiii e e NJ 38 57% 22 Ol Peaking
Bridgeport Harbor .......................00 CT 15 100% 15 Oil Peaking
Total Combustion Turbine ............... 2,882 2,866
Internal Combustion:
Conemaugh(AYB) ..........cooviiiinnn PA 11 23% 2 oOi Peaking
Keystone(A)(B)......coovvveniniinennnns PA 11 23% 3 Oi Peaking
Total Internal Combustion ............... 22 5
Pumped Storage:
Yards Creek(A)YDYE) ...coovviiiviiainnnn, NJ 400 50% 200 Peaking

Total Operating Generation Plants........ 18,678 13,751

(A) Power’s share of jointly owned facility

(B) Operated by Reliant Energy

(C) Operated by Exelon

(D) Operated by Jersey Central Power & Light Company

(E) Excludes energy for pumping and synchronous condensers

(F) These assets are scheduled for retirement within the next five years, partially dependent upon new
generation going into service discussed below. The 245 MW Burlington 10 unit was retired in early
2004.
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As of December 31, 2003, Power had 3,268 MW of generating capacity in construction or advanced
development, as shown in the following table:

POWER PLANTS IN CONSTRUCTION OR ADVANCED DEVELOPMENT

Total Owned Principal Scheduled
Capacity % Capacity Fuels In Service
Name Location MW) Owned MW) Used Date
Combined Cycle:
Bethlehem ......... ... NY 763 100% 763 Gas 2005
Lawrenceburg ........covvviiiiniiinniaineinnennns IN 1,096 100% 1,096 Gas 2004
Linden..........cviiiiiiiii i NJ 1,220 100% 1,220 Gas 2005
Total Construction .............ovvvvvinninnn. 3,079 3,079
Nuclear Uprates: .........cocoiviiiiiiniiiiiiiiieainnns NI/PA 233 Various 189 Nuclear  2004-2008
Total Advanced Development................. 233 189
Total
Owned
Capacity
Projected Capacity (2004-2008) (MW)
Total Owned Operating Generating Plants ............. 13,751
Under Construction . .........coivitiiieiine i nnannnn 3,079
Advanced Development .................coiiia 189
Less: Planned Retirements...........covvveeeevnnnn... (1,072)
Projected Capacity . .......covviiiini i 15,947

Energy Holdings

Energy Holdings rents office space from Services as its headquarters in Newark, New Jersey.
Energy Holdings’ subsidiaries also lease office space at various locations throughout the world to
support business activities.

Energy Holdings believes that it maintains adequate insurance coverage for properties in which its
subsidiaries have an equity interest, subject to certain exceptions, to the extent such property is usually
insured and insurance is available at a reasonable cost.
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Global has invested in the following generation facilities, which are in operation or under
construction as of December 31, 2003:

OPERATING POWER PLANTS

Total Ovwned Principal
Capacity % Capacity Fuels
Name Location (MW) Owned (MW) Used
United States
Texas Independent Energy, L.P. (TIE)
Guadalupe ... X 1,000 50% 500 Natural gas
Odessa . ..ooviviiii i X 1,000 50% _500  Natural gas
Total TIE ...t 2,000 1,000
Kalaeloa. ..o HI 180 50% 9 Ol
GWF
Bay Area I.. ..ot CA 21 50% 10 Petroleum coke
Bay Area I1 ... ...t CA 21 50% 10 Petroleum coke
Bay Area III ...t CA 21 50% 10 Petroleum coke
cBay Area IV ... CA 21 50% 10 Petroleum coke
Bay Area V .. ... CA 21 50% 10 Petroleum coke
Hanford .......... ... o i i CA 27 50% 14 Petroleum coke
TraCY ot e CA 21 35% 7  Biomass
Total GWE ...t 153 71
GWF Energy
Hanford—Peaker Plant .................coovvnen CA 95 75% 71 Natural gas
Henrietta—Peaker Plant .....................0.. L CA 97 75% 73 Natural gas
Tracy—Peaker Plant............. ..o, CA 171 5% 128  Natural gas
Total GWF Energy ........covvuvvinnivinnns 363 272
SEGS Il ..ottt e i CA 30 9% 3 Solar
Bridgewater. ...t e et e e NH 16 40% 6 Biomass
Conemaugh...........ooiiiiii i PA 15 50% 8  Hydro
Total United States: ..................c..oovviun 2,757 1,450
International
MPC .
Jingywan—Units S & 6 ..., China 600 15% 9  Coal
Tongzhou. ..o China 30 40% 12 Coal
NaDtONg . oottt e e e China 30 46% 14 Coal
Jinqiao (Thermal Energy) ......................... China N/A 30% N/A Coal/Qil
Zuojiang—Units 1, 2 & 3 ... oot China 72 30% 22 Hydro
Fushi—Units 1,2 & 3....... ... «. China 54 35% 19  Hydro
Shanghai BFG ............coociiiiiii i China 50 33% 16 Blast furnace.gas
Haian (Thermal Energy) ...........c.ooiiiinin... China N/A 100% N/A  Coal
Huangshi Unit I ......... oot China 100 25% 25. Coal
Hexie ..o China 98 50% 49 Natural gas
Mianyang—Units 1............cooiiiiiiiiii, China 15 38% 6  Hydro
Qujing—Phases II—Unit 3.............ooovennnen China 900 19% 167  Coal
KuoKuang.........ooiiiiiiiiii i, Taiwan 465 18% 84 Natural gas
Total MPC ... ... 2,414 504
PPN e s India 330 20% 66  Naphtha/Natural gas
Prisma
L85 7770 1T P Italy 20 25% 5 Biomass
Bando D’Argenta I................. e Italy 30 50% 15 Biomass -
Strongoli ... .o s Italy 40 25% 10 Biomass
Total PrSMA .. ..ovvvviiinii i inniiieans 90 30
Electroandes . ..........ooviiiiieniiinr i, Pern 183 100% 183 Hydro
Skawina CHP ... ... ..ottt Poland- 590 63% 372 Coal
Elcho .....c.oooviviiiiiins, e .Poland 220 90% 198 Coal
Turboven . »
Maracay .. ...ovii i e Venezuela 60 50% 30  Natural gas
Cagua:..........ccoiiviiiiiiiiiiiii i eaia.. Yenezuela 60 50% 30 Natural gas.
Total Turboven.............cooviuiinininnn... 120 60
TGOM e e Venezuela 40 9% 4 Natural gas
Rades. ... Tunisia 471 60% 283 Natural gas
Salalah ... Oman 240 81% 194 Natural gas
SAESA Group...... ..ottt it Chile 30 100% 30
Total International: ...................... PO 4,728 1,924
Total Operating Power Plants:................. - 7485 3374

33




Global has invested in the following generation facilities which are under construction as of
December 31, 2003: ‘

POWER PLANTS IN CONSTRUCTION

Scheduled
) Total Owned In
Capacity % Capacity Principal Service
Name Location (MW) Owned (MW) Fuels Used Date
International |
MPC
Haian—Phase II............ China 30 50% 15 Coal 2005
Huangshi Phase II.......... China 660 25% 165 . Coal 2006
Mianyang—Units 2 & 3 .... China 30 38% 11 Hydro 2004
Nantong Phase II........... China 15 46% 7 . Coal 2004
Qujing—Phases II—Unit 4 .. China 300 18% 55+ Coal 2004
Yulchon .................... South Korea 612 50% 306 Natural Gas 2005
Total Construction: » 1,647 _ 559
TOTAL GENERATION FACILITIES: 9,132 3,933

Domestic Generation In Operation

TIE

Global and its partner, TECO Energy Inc. (Teco), own and operate two electric generation
facilities in ‘Guadalupe County in south central Texas (Guadalupe) and Odessa in western Texas
(Odessa) through TIE, a 50/50 joint venture. In January 2003, Panda Energy International, Inc. (Panda)
indirectly transferred 50% of its interest in TIE to Teco. In September 2003, Panda indirectly
transferred its remaining interest in TIE to Teco.

Approximately 31% of the Guadalupe plant’s total capacity for 2004 has been sold via bilateral
power purchase agreements. Guadalupe and Odessa continue to enter into forward contracts on an
ongoing basis. Approximately 32% of the Odessa plant’s total capacity for 2004 has been sold via
bilateral power purchase agreements. To access the spot market more effectively, in 2003 TIE entered
into an asset management agreement. Any remaining uncommitted output is sold in the Texas spot
market. For a discussion of the Texas power market, see Item 3. Legal Proceedings and Item 7.
MD&A—Future Outlook.

Kalaeloa

Global’s partner in Kalaeloa is a power fund managed by Harbert Power Corporation (Harbert).
All of the electricity generated by the Kalaeloa power plant is sold to the Hawaiian Electric Company,
Inc. under a power purchase contract expiring in May 2016. Under a steam purchase and sale agreement
expiring in May 2016, the Kalaeloa power plant supplies steam to the adjacent Tesoro refinery. The
primary fuel of low sulfur waxy residue fuel oil is provided from the adjacent Tesoro refinery under a
long-term all requirements contract. The refinery is interconnected to the power plant by a pipeline and
preconditions the fuel oil prior to delivery. Back-up fuel supply is provided by the electric generation
off-taker, Hawaiian Electric Company, Inc.

GWF Power Systems LP (GWF) and Hanford LP (Hanford)

Global and Harbert each own 50% of the GWF plants. Power purchase contracts for the plants’ net
output are in place with Pacific Gas and Electric Company (PG&E) ending in 2020 and 2021. GWF
acquires the petroleum coke used to fuel its plants through contracts with two local oil refineries with
price and minimum volumes being negotiated annually. Three of the five GWF plants have been
modified to burn a wider variety of petroleum coke products to mitigate fuel supply and pricing risk.
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Global -and Harbert each.own 50% of Hanford. A power purchase contract for the plant’s net
output is in place with PG&E ending in August 2011, Hanford acquires its delayed petroleum coke
from the Bakersfield Refinery, which is scheduled to be closed in October 2004. Hanford is testing
quality and firing characteristics of alternate sourced delayed petroleum coke to be in position to
transition to new fuel suppliers.

Hanford, Henrietta and Tracy Peaker Plants

GWF Energy LLC (GWF Energy), which is jointly owned by Global and Harbinger GWF LLC
(Harbinger), an affiliate of Harbert, owns and operates three peaker plants in California, including the
Tracy Peaker Plant, a 171 MW facility that completed construction and achieved commercial operation
in the second quarter of 2003. The output of these plants are sold under GWF Energy’s power purchase
agreement with the California Department of Water Resources (DWR) with maturities in 2011 and
2012. As of December 31, 2003, Global’s ownership interest in this project was 74.9%. See Note 17.
Commitments and Contingent Liabilities of the Notes for a reduction of Global’s ownership percentage
to 60%. DWR has the right to schedule energy and/or reserve capacity from each unit of the three
plants for a maximum of 2,000 hours each year. Energy and capacity not scheduled by the DWR is
available for sale by GWF Energy. GWF Energy’s gas-fired power plants obtain their natural gas from
the spot market on a non-firm basis. Natural gas fuel is purchased from the spot market with DWR
taking the price and availability risk.

For further information, see Note 17. Commitments and Contingent Liabilities of the Notes.
International Generation in Operation

China and Taiwan

Meiya Power Company Limited (MPC)

Global’s activities in China and surrounding countries are conducted through MPC, a joint venture
with the Asian Infrastructure Fund (AIF) and Hydro Quebec International (HQI).

MPC is focused on developing, acquiring, owning and operating electric and thermal heat
- generation facilities in China, South Korea and Taiwan. MPC seeks to structure long-term power
purchase contracts with its customers and to incorporate take-or-pay and minimum take provisions to
support debt service and a specified equity return. Pricing terms for energy from its facilities generally
include a base price and indexed adjustments to compensate for changes in inflation, foreign currency
exchange rates up to the minimum equity return and laws affecting taxes, fees and required reserves.
The following seven electric generation plants operate in this long term power purchase contract
environment: Fushi, Zhoujiang, Shanghai BFG, Huangshi Phase II, and Jingyuan in China; Kuo Kuang
in Taiwan (except no currency exchange rate indication in tariff), and Yulchon in South Korea (except
no currency exchange indication in . tariff). For cogeneration facilities, instead of selling the electricity
through long-term power purchase contracts, MPC sells its output through the regulatory tariff based on
the general pricing principles set out in the Chinese Electric Power Law which allows the generator to
recover its cost and a reasonable return. As part of the regulatory tariff process, priority dispatch is
given to cogenerations plant when the annually determined production quota is fixed in accordance with
a pre-determined formula which essentially determines the amount of electricity to be sold by reference
to the amount of steam generated by the cogeneration facilities. The two cogeneration plants in
Tongzhou and Nantong operate under this system. Haian Phase II and Nantong Phase II under
construction will also operate under this system when the respective cogeneration facilities are
completed. Four (4) additional electric generation plants will operate on the regulatory tariff based on
the general pricing principles set out in the Chinese Electric Power Law as described above. Each of
these four plants will receive an annually determined production quota fixed in accordance with the
rules and regulations. The four power plants under this system are: Huangshi Phase I, Mianyang, Hexie,
and Quijing.- MPC’s projects, either 'under construction or in operation, have obtained all the required
approvals to enable issuance of a business license in their respective localities.
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Through MPC, Global owns a 17.5% indirect interest in a gas-fired combined-cycle electric
generation facility in Kuo Kuang, Taiwan. MPC has a 35% interest in Kuo Kuang and partners with two
local Taiwanese companies, Chinese Petroleum Corporation and CTCI Corporation. Kuo Kuang has
entered into a 25-year power purchase contract for the sale of 100% of its electric output to Taiwan
Power Company, the national utility. The power purchase contract payments consist of a fixed capacity
charge to cover debt and equity return, as well as fixed and variable charges to cover fuel, operations
and maintenance costs.

India

PPN Power Generating Company Limited (PPN)

Global owns a 20% interest in PPN located in Tamil Nadu, India. Global’s partners include
Marubeni Corporation, with a 26% interest, El Paso Energy Corporation, with a 26% interest and the
Apollo Infrastructure Company Ltd., with a 28% interest. PPN has entered into a PPA for the sale of
100% of the output to the State Electricity Board of Tamil Nadu (TNEB) for 30 years, with an
agreement to take-or-pay equal to a plant load factor (PLF) of at least 68.5%. TNEB has not made full
payment to PPN for the purchase of energy under the contract. For a discussion of the TNEB’s failure
to meet its obligations under this PPA, see Item 7. MD&A.

Oman

Salalah

In March 2001, Global, through Dhofar Power Company (DPCO), signed a 20-year concession
with the government of Oman to privatize the electric system of Salalah. A consortium led by Global
(81% ownership) and several major Omani investment groups owns DPCO. The project achieved
commercial operation in May 2003.

Peru

Empresa de Electricidad de los Andes S.A. (Electroandes)

Electroandes’ main assets include four hydroelectric facilities with a combined installed capacity of
183 MW and 437 miles of transmission lines located in the central Andean region east of Lima. In
addition, Electroandes has expansion projects on existing stations totaling 35 MW and a temporary
concession to develop two greenfield hydroelectric facilities totaling 130 MW. The concession expires in
March 2005 but is expected to be renewed at that time. In 2003, 93% of Electroandes revenues were
obtained through power purchase agreements with mining companies in the region expiring between
2005 and 2007.

Venezuela

Turboven

The facilities in Cagua and Maracay are owned and operated by Turboven, an entity which is
jointly owned by Global and Corporacion Industrial de Energia (CIE). To date, power purchase
contracts have been entered into for the sale of approximately 40% of the output of Maracay and
Cagua, to various industrial customers expiring between 2004 and 2011. The power purchase contracts
are structured to provide energy only with minimum take provisions. Fuel costs are passed through
directly to customers and the energy tariffs are calculated in U.S. Dollars ‘and paid in local currency.

Turbogeneradores de Maracay (TGM)

Global, with a 9% indirect interest, is in partnership with CIE, to own TGM. TGM sells all of the
energy produced under contract to Manufacturas del Papel (MANPA), a paper manufacturing concern
located in Maracay. MANPA and CIE have common controlling shareholders.
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Poland

Elektrocieplownia Chorzow Sp. Z o.0. (Elcho)

Global has 90% ownership in Elcho, a company which has developed a combined thennal energy
and power generation plant located-in the city of Chorzow, Poland that began operation in the fourth
quarter of 2003. Eicho also owns an older smaller combined heat and power plant, which will be retired
some time in the near future. Elcho has a 20-year power purchase agreement with Polskie Sieci
Elektroenergetyczne SA (PSE), the Polish government power grid company. For additional information
related to Elcho, see Item 7. MD&A—Overview and Future Outlook.

Skawina CHP Plant (Skawina)

During 2002, Global acquired a 50% interest in Skawina, a combined thermal energy and power
generation plant in Poland. In accordance with the original agreement, Global increased its equity
interest in Skawina to approximately 63% in August 2003. Additionally, the agreement obligates Global
to offer to purchase an additional 12% from Skawina’s employees in 2004, increasing Global’s suppliers’
potential ownership interest to approximately 75%. Skawina supplies electricity to several electric
distribution companies and heat mainly to the mty of Krakow, under one-year contracts consistent with
current practice in Poland.

Tunisia
Rades

Global and its partner Marubeni Corporation own 60% and 40%, respectively, of the Carthage
Power facility in Rades, Tunisia for which Global is the operator. For additional information relating to
the pending sale of this plant, see Note 5. Discontinued Operations of the Notes.

Power Plants Under Construction
China
Haian Phase Il

Through MPC, Global owns a 50% indirect interest in Haian Meiya Cogeneration Co., Ltd., a 30
MW coal-fired cogeneration plant under construction in Jiangsu Province with the first phase consisting
of existing 2 x 20 tons per hour coal-fired temporary boilers and 6 km of steam pipeline. The expansion
is scheduled for full commercial operations in June 2005. The electric power will be purchased by the
state-owned Jiangsu Electric Power Company with annual purchase quantity being established based on
steam load of the customers from the nearby economic zones. The total cost of the project is expected
to be $34 million and is provided by non-recourse debt funds arranged by Agricultural Bank of China
and equity funds from MPC.

Huangshi Phase I1

Through MPC, Global owns a 24.5% indirect interest in Hubei Xisaishan Power Generating
Company, a 660 MW pulverized coal-fired plant under construction in Hubei Province. Unit 1 is
scheduled for commercial operations in December 2004 and Unit 2 is scheduled for June 2005. The
electric power will be purchased by the state-owned Hubei Electric Power Company under a 20-year
long-term power purchase contract. The total cost of the project is expected to be $382 million and is
provided by non-recourse debt funds from the China Development Bank and equity funds from MPC.

Mianyang—Units 2 and 3

Through MPC, Global owns a 37.5% indirect interest in Meiyang Sanjiang Meiya Hydropower
Company Limited, a 45 MW hydro plant under construction in Sichuan Province with the first 15 MW
Unit achieving operations in December 2003. Unit 2 is scheduled for commercial operations in
June 2004 and Unit 3 is scheduled for August 2004. The electric power will be purchased by the
state-owned Sichuan Provincial Electric Power Company with annual purchase quantity being
established based on expected provisional electric demand. The total cost of the project is expected to
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be $30 million and is provided by non-recourse debt funds arranged by Shenzhen development Bank
Loan and equity funds from MPC.

Nantong Phase II

Through MPC, Global owns a 50% indirect interest in Nantong Meiya Cogeneration Co., Ltd., a 30
MW operating coal-fired cogeneration plant which has under construction a 130 tons per hour coal-fired
-boiler and 15 MW unit expansion in Jiangsu Province. The expansion unit is scheduled for commercial
operations in June 2005. The electric power will be purchased by the state-owned Jiangsu Electric
Power Company with annual purchase quantity being established based on steam load of the customers
in the Nantong Economic and Technology Development Zone. The total cost of the project is expected
to be $13 million.

Quijing Phase II—Unit 4

Through MPC, Global owns a 18.5% indirect interest in SDIC Quijing Power Generation Co., Ltd.,
which consists of a 600 MW coal-fired units in operation and a 300 MW coal-fired unit in operations and
a 300 MW unit under construction in Yunnan Province. The unit under construction is scheduled for
commercial operations in June 2004. The electric power will be purchased by the state-owned Yunnan
Power Company with annual purchase quantity being established based on Yunnan provincial demand
and exports to Guangdong Province through the direct current interconnection tie line. The total cost of
the project is expected to be $248 million and is provided by non-recourse debt funds by China
Development Bank, Bank of China and China Construction Bank, and equity funds from MPC.

South Korea

Yulchon

Through MPC, Global owns a 50% indirect interest in Yulchon Generation Company, 612 MW
gas-fired combined-cycle plant under construction in South Korea. Open cycle operation of the plant is
scheduled for mid-2004, with conversion to combined-cycle operation scheduled for July 2004, which is
scheduled to be completed by July 2005. The electric power will be purchased by state-owned Korea
Electric Power Company under a 20-year long-term power purchase contract. The total cost of the
project is expected to be $301 million and is provided by non-recourse debt funds arranged by Korean
Development Bank and equity funds from MPC.

Electric. Distribution Facilities
Global has invested in the following major distribution facilities:

‘ Global’s
Number of Ownership
Name Location  Customers Interest
RGE (. e Brazil 1,050,000 33%
Chilquinta ...t Chile 496,000 50%
SAESA .. Chile 543,000 100%
LS i e e s Peru 732,000 44%

Total oo e 2,821,000

As part of the Oman concession, Global also operates a small distribution facility serving
approximately 26,000 customers.

Brazil

RGE

Together with VBC Energia, a consortium of Brazilian companies formed to invest in electric
privatization and Previ, the largest pension fund in Brazil, Global acquired a 33% interest in RGE in
1997. Global is the named operator for the system. A shareholders’ agreement establishes corporate
governance, voting rights and key financial provisions. Global has veto rights over certain actions,
including approval of the annual budget and financing plan, appointment of executive officers,
significant investments or acquisitions, sale or encumbrance of assets, establishment of guarantees,
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amendment of the by-laws of the company and dividend policies. Day-to-day operations are the
responsibility of RGE, subject to partnership oversight. During 2001, VBC Energia and Previ
transferred their shares to Companhia Paulista de Forcae Luz (CPFL), an electric distribution company
in which each of VBC Energia and Previ have majority interest.

RGE operates -under a territorial concession agreement ending in 2027. The concession is
non-exclusive in that the distribution system must provide large consumers the right to choose another
provider of energy or to self-generate. Global does not believe this represents a substantial threat to the
profitability of the distribution system in Brazil since the tariff structure provides the distribution system
the opportunity to recover all costs associated with distribution service plus a return. RGE secures its
energy supply through contractual agreements expiring between 2007 and 2020. RGE will also purchase
20% of its energy requirements through 2013 under the terms of contracts, which are denominated in
U.S. Dollars.

For additional information related to RGE, see Note 2. Restatement of Financial Statements and
Item 1. Business—Regulatory Issues and Item 7. MD&A—Future Outlook.

Chile and Peru

Chilguinta and LDS

Global together with its partner, Sempra Energy (Sempra), own 99.99% of the shares of Chilquinta,
an energy distribution company with numerous energy holdings, based in Valparaiso, Chile. Global’s
interest is 50% of this aggregate. In addition, Global and Sempra own 87.9% of LDS, an electric
distribution company located in Lima, Peru which owns several smaller companies. Global’s interest is
50% of this aggregate. As part of the Chilquinta and LDS investments, Global/Sempra also own
Tecnored and Tecsur, located in Chile and Peru, respectively. These companies provide procurement
and contracting services to Chilquinta, LDS, and others.

As equal partners, Global and Sempra share in the management of Chilquinta and LDS; however,
Sempra has assumed lead operational responsibilities at Chilquinta, while Global has assumed lead
operational responsibilities at LDS. The shareholders’ agreement provides for important veto rights
over major partnérship decisions including dividend pohcy, budget approvals, management
appointments and indebtedness. :

In 2003, Chilquinta generated approximately $143 million in gross revenues. Chilquinta operates
under a non-exclusive perpetual franchise within Chile’s Region V which is located just north and west
of Santiago. Global believes that direct competition for distribution customers would be uneconomical
for potential competitors. LDS operates under an exclusive, perpetual franchise in the southern portion
of the city of Lima and in an area just south of the city along the coast serving a population of
approximately 3.2 million. In 2003, LDS génerated gross revenues of approximately $327 million. Both
Chilquinta and LDS purchase energy for distribution from generators in their respective markets on a
contract basis.

For a discussion of the regulatory environment in Chile and Peru, see Item 1. Business—
Regulatory Issues.

SAESA

In 2001, Global purchased a 99.9% equity interest in SAESA and its subsidiaries. The SAESA
group of companies consists of four distribution companies and one transmission company that provide
electric service to 390 cities and towns over 900 miles in southern Chile. Additionally, Global owns
approximately 14% of Empresa Electrica de la Frontera S.A. (Frontel), not already owned by SAESA,
to bring Global’s total interest in Frontel to 95.5%.

Through its affiliated company Sistema de Transmission del Sur S.A. (STS), SAESA provides
transmission services to electrical generation facilities that have power purchase arrangements with
distributors in Regions VIII, IX and X and has current capacity of 673 MVA.

SAESA also owns a 50% interest in an Argentine distribution company, Empresa de Energia Rio
Negro S.A. (EDERSA), which provides generation, transmission and distribution services to 66
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communities serving 660,000 customers in the Province of Rio Negro, which is located close to
Argentina’s principal oil and gas reserves. SAESA and its Chilean affiliates are organized and
administered according to a centralized administrative structure designed to maximize operational
synergies. In Argentina, EDERSA has its own independent administrative structure. For additional
information related to SAESA, see Item 1. Business—Regulatory Issues.

Argentina

Empresa Distribuidora La Plata S.A. (EDELAP)

In 2003, the shares formerly held by Global in EDELAP were transferred to The AES Corporation
(AES). In connection with that transfer, certain contingent obligations Global had with respect to the
project loans relating to EDELAP have been terminated by consent of the lenders.

AES Parana Project

In 2003, the shares held by Global in the AES Parana companies were transferred to AES. In
connection with the transfer, all contingent obligations Global had with respect to the project loans
relating to the AES Parana project, have been terminated by consent of the lenders.

Empresa Distribuidora de Electricidad Norte (EDEN) and Empresa Dtstnbwdora de
Electricidad Sur. (EDES)

In December 2003, the shares held by Global in EDEN and in EDES Were transferred to AES.

ITEM 3. LEGAL PROCEEDINGS

PSE&G

On November 15, 2001, Consolidated Edison, Inc. (Con Edison) filed a complaint against PSE&G
with the FERC pursuant to Section 206 of the Federal Power Act asserting that PSE&G had breached
agreements covering 1,000 MW of transmission by curtailing service and failing to maintain sufficient
system capacity to satisfy all of its service obligations. PSE&G denied the allegations set forth in the
complaint. While finding that Con Edison’s presentation of evidence failed to demonstrate several of the
allegations, on April 26, 2002, FERC found sufficient reason to set the complaint for hearing. An initial
decision issued by an ALJ in April 2002 upheld PSE&G’s claim that the contracts do not require the
provision of “firm” transmission service to Con Edison but also accepted Con Edison’s contentions that
PSE&G was obligated to provide service to Con Edison utilizing all the facilities comprising its
electrical system including generation facilities and that PSE&G was financially responsible for
“out-of-merit,” i.e., above-market, generation costs needed to effectuate the desired power flows. On
December 9, 2002, FERC issued a decision modifying the Initial Decision by finding that only 600 MW
of the total 1,000 MW power transfers is required to be supported by out-of-merit generation. FERC
also made a number of other findings, on a preliminary basis, including favorable findings to PSE&G
that power transfers should be measured on a “net” basis that considers the impacts of third party
transactions and that PSE&G’s obligations should be reduced to the extent that Con Edison has
impaired PSE&G’s ability to perform under the contracts. FERC remanded a number of issues to the
ALJ for additional hearings, mainly related to the development of protocols to implement the findings
of the December 9, 2002 order. In addition, issues related to Phase II of the complaint involving the past
administration of the contracts and a claim that PSE&G improperly benefited from the purchase of
hedging contracts in New York, is also pending before the ALJ. The ALJ issued an Initial Decision on
the Phase II issues on June 11, 2003. That decision, which was largely favorable to PSE&G, is currently
pending FERC review on exceptions by Con Edison. The FERC also denied rehearing of its
December 9, 2002 over issues on Phase II on December 22, 2003. Docket No. EL02-23-000. Con Edison
filed an appeal of the December 22, 2003 order with the U.S. Court of Appeals for the District of
Columbia Circuit on January 8, 2004, The nature and cost of any remedy, which is expected to be
prospective only, cannot be predicted, but could be material.
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Power

Hudson and Mercer Generation Stations

During 1997 and 1998, approximately 150,000 tons of fly ash generated by the Hudson and Mercer
generating stations was taken by an ash marketer, with whom Power then worked, and sold to the
owner and operator of a clay mine. The operator of the clay mine used the fly ash as fill material to
return the mine site to grade, without obtaining the necessary approvals from the NJDEP. Upon
discovery of this use, Power terminated the services of this ash marketer and initiated discussions with
NIDEP for the appropriate regulatory approvals to allow this material to remain at the site. Power
expects that the NJDEP will likely require a clay cap and other engineering controls to ensure that the
ash is isolated from the environment if it is left in place. The cost of resolving this matter will depend
upon the results of the negotiations with the NJDEP and the property owner. Although the precise
extent of liability is not currently estimable, it is not expected to be material.

Kearny Generation Station

A preliminary review of possible mercury contamination at the Kearny station concluded that
additional study and investigations are required. A Remedial Investigation (RI) was conducted and a
report was submitted to the NJDEP in 1997. This report is currently under technical review. The RI
Report found that the mercury at the site is stable and immobile and should be addressed at the time
the Kearny station is retired.

Energy Holdings

Texas

The Public Utility Commission of Texas (PUCT) instituted an anti-trust investigation with regard
to the price spikes in the Electric Reliability Council of Texas (ERCOT) balancing energy and ancillary
services market that occurred during the February 24-26, 2003 extreme weather conditions, including
whether any market manipulation occurred and whether any existing protocols need to be revised. On
those days, during several trading periods, prices in the ERCOT balancing energy market cleared near
the $1,000 per MWh ERCOT price cap. As part of the PUCT investigation, TIE, along with the other
market participants, were requested to provide certain information to the PUCT relating to its bids
from its two generation projects during this period. TIE supplied all the requested information and,
while Energy Holdings believes such information demonstrates that TIE’s bidding activities were
consistent with ERCOT protocols, Energy Holdings is unable to predict what action, if any, the PUCT
may take. : .

The PUCT issued an order in May 2003 directing ERCOT to implement certain changes to the
Balancing Energy Service (BES) market operated by ERCOT to mitigate the affects of potential future
price spikes. These changes have been implemented. Energy Holdings believes that the new protocols
will have minimal financial impact on the TIE projects.

On July 7, 2003, Texas Commercial Energy LLC (TCE) filed suit against power generators,
qualified scheduling entities and affiliated retail electric providers as well as the ERCOT in its function
as the independent system operator for the Texas energy market. The action filed in the U.S. District
Court for the Southern District of Texas alleges price-fixing, predatory pricing and certain common law
claims. APX, a named defendant, acted as agent and submitted bids on behalf of TIE as well as several
other generators in the ERCOT balancing energy market. APX has submitted a demand for
indemnification from TIE. On February 3, 2004, TCE amended its complaint and named TIE and
others as additional defendants. TIE believes it has valid defenses to these claims and will vigorously
assert them.

RGE

ANEEL—RGE Merger Matter

On June 29, 1998, RGE’s parent, DOC3 Participacoes, S.A. (DOC3), was merged into RGE. In
connection with the merger, the shareholders of DOC3 became direct shareholders in RGE
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(Downstream Merger). Upon the merger, RGE assumed all of DOC3 liabilities and the shareholders
were issued shareholder loans and preferred shares in RGE. The preferred shares were to bear a fixed
interest rate of 13% per annum. The Brazilian electricity sector regulator, ANEEL, has taken the
position that the Downstream Merger of DOC3 into RGE was inappropriate because it was not
expressly approved by ANEEL. RGE believes that ANEEL’s prior approval of the transaction was not
required because it did not involve a change in the control of RGE. The matter has been under
discussion for some time. Global cannot predict the ultimate outcome of this matter.

See information on the following proceedings at the pages indicated for PSEG and each of
PSE&G, Power and Energy Holdings as noted:

(1) Page 16. (PSE&G) FERC proceeding related to MISO and PIM. Joint Filing of New PIM
Companies and PJM Interconnection, L.L.C. to expand PJM, The New PJM Companies, et al.,
Docket No. ER03-262-000, December 11, 2002.

(2) Page 17. (PSEG, PSE&G, Power and Energy Holdings) FERC proceeding related to PJM
Restructuring, FERC Order dated June 26, 2003 seeking comments on proposed revisions to
market-based rate tariffs and authorizations, Investigation of Terms and Conditions of Public
Utility Market-Based Rate Authorizations, 103 FERC q 61,349.

(3)  Pages 18 and 165. (Power) Protest filed on October 27, 1997 and refiled on January 24, 2003 by
Old Dominion Electric Cooperative (ODEC) at FERC against Power, Docket Nos. EL98-6-001
and EL03-45-000.

(4)  Page 20. (PSEG, PSE&G, Power and Energy Holdings) Affiliate Standards audit at the BPU
beginning July, 2002.

(5)  Page 20. (PSE&QG) PSE&G s Electric Base Rate Case filed with the BPU on May 24, 2002, OAL
No. PUC5744-02; Docket No. ERO2050303.

(6) Page 20. (PSE&G) Deferral Proceeding filed with the BPU on August 28, 2002 and Deferral
Audit beginning on October 2, 2002 at the BPU.

(7)  Page 21. (PSE&G) PSE&G’s Gas Base Rate proceeding filed on May 25, 2001, Docket Nos.
GRO01050328 and GR01050297. ‘

(8) Page 21. (PSE&G) PSE&G’s Basic Gas Supply Service (BGSS) Commodity filing with the BPU
on May 30, 2003, Docket No. EO03050394.

(9)  Page 21. (PSE&G) BPU Order dated December 23, 2003, Docket No. EO02120955 relating to
the New Jersey Interim Clean Energy Program.

(10) Pages 22 and 52. (Energy Holdings) Global’s rate case in Brazil for Rio Grande Energia S.A.
(RGE) with Agencia Nacional de Energia Eletrica (ANEEL).

(11) Page 35. (Energy Holdings) Complaint filed on February 25, 2002 with the FERC addressing
contract terms of certain Sellers of Energy and Capacity under Long-Term Contracts with the
California Department of Water Resources. Public Utilities Commission of the State of
California v. Sellers of Long Term Contracts to the California Department of Water Resources
FERC Docket No. EL02-60-000. California Electricity Oversight Board v. Sellers of Energy and
Capacity Under Long-Term Contracts with the California Department of Water Resources
FERC Docket No. EL02-62-000.

(12) Pages 40 and 143. (Energy Holdings) AES termination of the Stock Purchase Agreement,
relating to the sale of certain Argentine assets. Filed in New York State Supreme Court for New
York County on 4/23/02 (Docket No. 60155/2002) PSEG Global, et al vs. The AES Corporation,
et al. ‘

(13) Page 167. (PSE&G) Investigation Directive of NJDEP dated September 19, 2003 and additional
investigation Notice dated September 15, 2003 by the EPA regarding the Passaic River site.
Docket No. EX93060255.

(14) Page 168. (PSE&G) PSE&G’s MGP Remediation Program instituted by NJDEPs Coal
Gasification Facility Sites letter dated March 25, 1988.
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(15) Page 170. (Energy Holdings) Complaint filed by Harbinger with the Circuit Court of Shelby, Co.,
Alabama on February 19, 2003 addressing ownership interest in GWE. Harbinger GWF LLC, et
al. v. PSEG California Corp., et al, Civil Action No. CV-2003-201.

(16) Page 171. (Power) Filing of Complaint by Nuclear against the DOE on September 26, 2001 in the
U.S. Court of Federal Claims, Docket No. 01-551C seeking damages caused by the DOE’s failure
to take possession of spent nuclear fuel. The Complaint was amended to include PSE&G
interests as a prior owner in interest.

(17) Page 171. (Power) SWU Enrichment Litigation. Nuclear filed Complaint on October 11, 2001
with the U.S. Court of Federal Claims (Arizona Public Service v. United States, CFC 01-592C)
seeking relief from past overcharges by the DOE for uranium enrichment services seeking relief
in excess of $28 million; The APS case is stayed pending conclusion of an appeal with the U.S.
Court of Appeals for the Federal Circuit taken on June 27, 2003 (Florida P&L v. U.S., Docket
No. 03-5127.

(18) Page 173. (PSE&G) Purported class action law suit against PSE&G demanding the utility move
or shield gas meters located in allegedly dangerous locations, Docket No. GO03080640.

(19) Page 174. (Energy Holdings) Peru’s Internal Revenue Agency’s (SUNAT) claim for past due
taxes at Luz de Sur (LDS), Resolution No. 0150150000030, dated July 10, 2003.

PSE&G and Power

In addition, see the following environmental related matters involving governmental authorities.
Based on current information, PSE&G and Power do not expect expenditures for any such site,
individually or all such current sites in the aggregate, to have a material effect on their respective
financial condition, results of operations and net cash flows.

(1) Claim made in 1985 by U.S. Department of the Interior under CERCLA with respect to the
Pennsylvania Avenue and Fountain Avenue municipal landfills in Brooklyn, New York, for damages to
natural resources. The U.S. Government alleges damages of approximately $200 million. To PSE&G’s
knowledge there has been no action on this matter since 1988.

(2) Duane Marine Salvage Corporation Superfund Site is in Perth Amboy, Middlesex County, New
Jersey. The EPA had named PSE&G as one of several potentially responsible parties (PRPs) through a
series of administrative orders between December 1984 and March 198S. Following work performed by
the PRPs, the EPA declared on May 20, 1987 that all of its administrative orders had been satisfied. The
NJDEP, however, named PSE&G as a PRP and issued its own directive dated October 21, 1987.
Remediation is currently ongoing.

(3) Various Spill Act directives were issued by NJDEP to PRPs, including PSE&G with respect to
the PJP Landfill in Jersey City, Hudson County, New Jersey, ordering payment of costs associated with
operating and maintenance expenses, interim remedial measures and a Remedial Investigation and
Feasibility Study (RI/FS) in excess of $25 million. The directives also sought reimbursement of NJDEP’s
past and future oversight costs and the costs of any future remedial action.

(4) Claim by the EPA, Region III, under CERCLA with respect to a Cottman Avenue Superfund
Site, a former non-ferrous scrap reclamation facility located in Philadelphia, Pennsylvania, owned and
formerly operated by Metal Bank of America, Inc. PSE&G, other utilities and other companies are
alleged to be liable for contamination at the site and PSE&G has been named as a PRP. A Final
Remedial Design Report was submitted to the EPA in September of 2002. This document presents the
design details that will implement the EPA selected remediation remedy. The costs of remedy
implementation are estimated to range from $14 million to $24 million. PSE&G’s share of the remedy
implementation costs are estimated between $4 million and $8 million. The remedy itself and
responsibility for the costs of its implementation are the subject of litigation currently venued in the
U.S. District Court for the Eastern District of Pennsylvania entitled United States of America, et. al., v.
Union Corporation, et. al., Civil Action No. 80-1589.

(5) The Klockner Road site is located in Hamilton Township, Mercer County, New Jersey, and
occupies approximately two acres on PSE&G’s Trenton Switching Station property. PSE&G has entered
into a memorandum of agreement (MOA) with the NJDEP for the Klockner Road site pursuant to
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which PSE&G will conduct an RI/FS and remedial action, if warranted, of the site. Preliminary
investigations indicated the potential presence of soil and groundwater contamination at the site.

(6) The NIDEP assumed control of a former petroleum products blending and mixing operation
and waste oil recycling facility in Elizabeth, Union County, New Jersey (Borne Chemical Co. site) and
issued various directives to a number of entities including PSE&G requiring performance of various
remedial actions. PSE&G’s nexus to the site is based upon the shipment of certain waste oils to the site
for recycling. PSE&G and certain of the other entities named in NJDEP directives are members of a
PRP group that have been working together to satisfy NJDEP requirements including: funding of the
site security program; containerized waste removal; and a site remedial investigation program.

(7) The New York State Department of Environmental Conservation (NYSDEC) has named
PSE&G as one of many PRPs for contamination existing at the former Quanta Resources Site in Long
Island City, New York. Waste oil storage, processing, management and disposal activities were
conducted at the site from approximately 1960 to 1981. It is believed that waste oil from PSE&G’s
facilities were taken to the Quanta Resources Site. NYSDEC has requested that the PRPs reimburse
the state for the costs NYSDEC has expended at the site and to conduct an investigation and
remediation of the site. Power, PSE&G and the other PRPs have executed an Order on Consent with
NYSDEC for the investigation of the site and have entered an agreement among the PRPs for the
sharing of the associated costs.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
PSEG—None.
PSE&G— None.
Power— None.
Energy Holdings— None.
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PART 11

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED
STOCKHOLDER MATTERS

PSEG

PSEG’s Common Stock is listed on the New York Stock Exchange, Inc. As of December 31, 2003,
there were 110,373 holders of record.

The following table indicates the high and low sale prices for PSEG’s Common Stock and dividends
paid for the periods indicated:

‘ Dividend
Common Stock High Low Per Share
2003:
FIrst QUATTET . ooviitet ittt ettt e et ea e eanenen, $37.25 $32.09 $0.54
Second QUAITET .. ....o.vviiii et $44.50 $36.45 $0.54
Third Quarter ......cooviiiiiiii ittt e iiieeinnas $43.78 $39.77 $0.54
Fourth QuUarter .......cooviviriiiiriieieinnnnns P $4420 $39.40 $0.54
2002: A
ISt QUATTET ..ottt .. $4680 $40.46  $0.54
Second Quarter................ e v $4725 0 $4130 $0.54
Third QUArter ............ooiviiiiiiiiiiiiinniieeeniiiinaas $43.50 $28.00  $0.54
Fourth Quarter .........c..ooiiiiiiiiii i, $32.38 $20.00 $0.54

In January 2004, PSEG’s Board of Directors approved a one-cent increase in the quarterly common
stock dividend, from $0.54 to $0.55 per share for the first quarter of 2004. This quarterly increase reflects
an indicated annual dividend rate of $2.20 per share. For additional information concerning the increase
in dividend payments, dividend history, policy and potential preferred voting rights, restrictions on
payment and common stock repurchase programs, see Item 7. MD&A—Future Outlook and Liquidity
and Capital Resources and Note 14. Schedule of Consolidated Capital Stock and Other Securities of the
Notes.

PSE&G

All of the common stock of PSE&G is owned by PSEG. For additional information regarding
PSE&G’s ability to continue to pay dividends, see Item 7. MD&A—Future Outlook.

Power

All of Power’s outstanding limited Liability company membership interests are owned by PSEG. For
additional information regarding 'Power’s ability to pay dividends, see Item 7. MD&A—Future
Outlook.

Energy Holdings

All of Energy Holdings’ outstanding limited liability company membership interests are owned by
PSEG. For additional information regarding Energy Holdings’ ability to pay dividends, see Item 7.
MD&A—Future Outlook.

ITEM 6. SELECTED FINANCIAL DATA
PSEG

The information presented below should be read in conjunction with the Management’s Discussion
and Analysis of Financial Condition and Results of Operations (MD&A) and the Consolidated
Financial Statements and Notes to Consolidated Financial Statements (Notes).
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For the Years Ended December 31,
2003 2002(A) 2001(A)  2000(A)  1999(A)
(Millions, where applicable)

Operating Revenues .............c.ocovveiinvennnn. $11,116 $ 8216 $ 6,883 $ 6,521 §$ 6,339
Income from Continuing Operations.............. $ 852 $ 405(B)$ 766 § 782 § 694
Net Income (LOSS) «.ovrvrrinenirinieninaeninnenn. $1160 $ 235 § 764 $§ 770 $ (123)

Earnings per Share:
Income from Continuing Operations:

Basic ..ot $ 373 $§ 194B)S$ 368 § 364 § 315
Diluted ........cooviiiiiiiiiii $ 372 § 194B)S$ 368 $ 364 § 315
Net Income (Loss):
BasiC . .vvviei i $ 508 $ 113(B)$ 367 $ 358 § (0.56)
Diluted .....covvnviiiiiiiie i $ 507 $ 113(B)$ 367 $ 358 §$ (0.56)
Dividends Declared per Share.................... $ 216 $ 216 $ 216 $ 216 §$§ 216
As of December 31:
Total ASSES. .. c.ueeuniineraeiinniaeeannnns $28,055 $26,135  $25,568 $21,531 $19,388
Long-Term Obligations(C) ................... $12,997 $12,292  $10,814 § 5869 §$ 5,154
Preferred Stock With Mandatory Redemption.... $§ — § — § — $ 75 § 75

(A) Results reflect the restatement to correct foreign currency translation/transaction errors related
to an equity method investment made by Energy Holdings in RGE and other minor items at
Energy Holdings. The restatement reduced Net Income by $10 million, $6 million and $42 million
in 2002, 2001 and 1999, respectively. The restatement reduced Earnings per Share by $0.04, $0.03
and $0.19 in 2002, 2001 and 1999, respectively. The restatement increased Net Income and
Earnings per Share by $6 million and $0.03, respectively, in 2000. See Note 2. Restatement of
Financial Statements of the Notes for further discussion.

(B) 2002 results include after-tax charges of $368 million, or $1.76 per share, related to losses from
Energy Holdings’ Argentine investments. See Item 7. MD&A—Results of Operations and Note
8. Asset Impairments of the Notes for further discussion.

(C) Includes capital lease obligations. The increase in Long-Term Obligations is related to the $2.5
billion securitization transaction in 2001. In addition, this includes debt in all years 2002—1999
due to the implementation of FASB Interpretation No. 46 (FIN 46), “Consolidation of Variable
Interest Entities (VIE).” See Note 3. Recent Accounting Standards of the Notes.

PSE&G

The information presented below should be reéd in conjunction with the MD&A, the Consolidated
Financial Statements and the Notes.

For the Years Ended December 31,

2003 2002 2001 2000 1999
T T (Millions) T
Operating Revenues ............cocvienvnnienen.. $6740 $5919 §$6091 §$ 5887 $ 5840
Income Before Extraordinary Item ................ $ 247 $ 205 $ 235 § 587 § 653
Net Income (LOSS). .. cuerninineeeanenenenreann. $ 229 $ 205 § 235 $ 587 $ (151)
As of December 31:
Total ASSEtS ...ovviiriiniiiiiniiiiiiiiienn, $13,136 $12,841 $13,299 $15,626 $15,058
Long-Term Obligations(A) .............c....... $ 5129 §$ 5050 $ 5180 §$ 4,163 $ 3,678
Preferred Stock With Mandatory Redemption ..... $ — 3 — 8 — 8% 75 8% 75

(A) Includes capital lease obligations. The increase in Long-Term Obligations is related to the $2.5
billion securitization transaction in 2001. In addition, this includes debt in years 2002—1999 due
to the implementation of FIN 46. For additional information, see Note 3. Recent Accounting
Standards of the Notes.
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Power

Omitted pursuant to conditions set forth in General Instruction I of Form 10-K.

Energy Holdings

Omiitted pursuant to- conditions set forth in General Instruction I of Form 10-K.

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS (MD&A)

This combined MD&A is separately filed by Public Service Enterprise Group Incorporated
(PSEG), Public Service Electric and Gas Company (PSE&G), PSEG Power LLC (Power), and PSEG
Energy Holdings LLC (Energy Holdings). Information contained herein relating to any individual
company is filed by such company on its own behalf. PSE&G, Power and Energy Holdings each make
representations only as to itself and make no other representations whatsoever as to any other company.

As discussed in Note 2. Restatement of Financial Statements of the Notes to Consolidated
Financial Statements (Notes), the Consolidated Financial Statements of PSEG and Energy Holdings
have been restated. The following discussion gives effect to this restatement.

OVERVIEW OF 2003 AND FUTURE OUTLOOK
Overview

PSEG

PSEG's business consists of four reportable segments, which are PSE&G, Power and the two direct
subsidiaries of Energy Holdings: PSEG Global LLC (Global) and PSEG Resources LLC (Resources).
The following is a discussion of the markets in which PSEG and its subsidiaries compete, the corporate
strategy for the conduct of PSEG’s businesses within these markets and significant events that have
occurred during 2003. PSEG's results of operations are primarily comprised of the results of operations
of its operating subsidiaries, PSE&G, Power and Energy Holdings. For a more detailed discussion of
PSEG’s results of operations, see the applicable results of operations discussion for each respective
subsidiary registrant.

As energy markets have changed dramatically in recent years, PSEG and its subsidiaries have
transitioned from a vertically integrated utility to an energy company with a diversified business mix.
PSEG has realigned its organizational structure to address the competitive environment brought about
by the deregulation of the electric generation industry and has evolved from primarily being a state
regulated New Jersey utility to operating as a competitive energy company with operations primarily in
the Northeastern United States (U.S.) and in other select markets. As the competitive portion of
PSEG’s business has grown, the resulting financial risks and rewards have become greater, causing
financial requirements to change and increasing the volatility of earnings and cash flows.

PSEG’s objective is to reduce future volatility of earnings and cash flows by entering into longer-
term contracts for substantial portions of its anticipated energy output and reducing exposure to its
international businesses by seeking to opportunistically monetize investments of Energy Holdings that
may no longer have a strategic fit. PSEG also expects a gradual decline in earnings from Resources’
leveraged leasing business due to the maturation of its investment portfolio. The proceeds from Energy
Holdings’ asset sales will be used, over time, to reduce debt and equity, to maintain credit requirements.

During 2003, PSEG continued to take steps to strengthen its balance sheet, capital structure and
enhance its credit quality. Total equity increased by more than $1.6 billion and PSEG’s debt ratio, as
measured by its lending covenants, decreased ‘from 62% as of December 31, 2002 to 57% as of
December 31, 2003. This equity increase included $667 million of retained earnings, approximately $439
million of common stock issued, through a combination of a public offering in October 2003 and under
its employee stock purchase and dividend reinvestment plans during the year, and an increase of $538
million in Other Comprehensive Income (OCI) due primarily to the effects of pension related activity
and the favorable change in foreign currency exchange rates. The equity increase related to the pension
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plan was due to PSEG fully recapturing the unfavorable 2002 year-end pension adjustment of $292
million charged to OCI as its pension fund earned a return of almost 25% during 2003 coupled with
approximately $210 million of contributions. Furthermore, the adoption of Statement of Financial
Accounting Standard No. 143, “Accounting for Asset Retirement Obligations” (SFAS 143), resulted in
an after-tax benefit to Net Income of $370 million due primarily to the re-measurement of nuclear
decommissioning obligations. For further information regarding SFAS 143 see Note 3. Recent
Accounting Standards and Note 4. Adoption of SFAS 143 of the Notes.

PSEG also took steps to reduce business risk at each of the operating companies. The PSE&G
electric rate case was completed in July 2003 with annual rate relief of approximately $160 million,
effective August 1, 2003, providing the opportunity to earn an acceptable return. As allowed for in the
order issued in the case by the New Jersey Board of Public Utilities (BPU), PSE&G expects to file for
an additional $64 million annual increase in electric distribution rates to be effective on January 1, 2006,
subject to BPU approval, including a review of PSE&G’s earnings and other relevant financial
information. An unfavorable outcome could have a material adverse affect on PSEG’s and PSE&G’s
earnings and cash flows. In the February 2003 New Jersey Basic Generation Service (BGS) auction
process, Power secured contracts for a material portion of its anticipated output as an indirect supplier
of New Jersey electric utility customers. In addition, Power entered into long-term fixed price contracts
with certain companies in other states, including Connecticut and Pennsylvania. At Energy Holdings,
PSEG has continued to limit future investments to existing contractual commitments, primarily those
needed to complete the development of generating plants currently under construction. In addition,
Global announced the sale of its investment in a generating facility in Rades, Tunisia. Energy Holdings
also executed a project refinancing, resulting in a return of capital of $137 million in 2003. In addition,
PSEG revised its credit agreements to eliminate all cross defaults to Energy Holdings’ debt.

PSE&G

PSE&G operates as an electric and gas public utility, or Electric Distribution Company (EDC), in
New Jersey under cost-based regulation by the BPU for its distribution operations and by the Federal
Energy Regulatory Commission (FERC) for its electric transmission operations. As such, the earnings
of PSE&G are largely determined by the regulation of its rates by those agencies.

In July 2003, PSE&G received an order from the BPU in its electric base rate case, which provxded
for the following:

e PSE&G received an annual increase in electric distribution rates of apprommately $160 million
commencing August 1, 2003.

¢ PSE&G reduced electric distribution depreciation rates from 3.52% to 2.49%, effective August 1,
2003, which is expected to reduce Depreciation and Amortization Expense by approximately $40
million per year.

e PSE&G recorded a regulatory liability in the second quarter of 2003 by reducing its depreciation
reserve for its electric distribution assets by $155 million and will amortize this liability from
August 1, 2003 through December 31, 2005. The $64 million annual amortization of this liability
results in a reduction of Depreciation and Amortization expense. Subsequent to the amortization
of this reserve, the BPU’s order allows PSE&G to file for an additional $64 million annual
increase in electric distribution rates effective January 1, 2006, subject to BPU approval,
including a review of PSE&G’s earnings and other relevant financial information.

¢ PSE&G is refunding approximately $238 million to ratepayers from August 1, 2003 through
December 31, 2005, through an adjustment of rates, which include certain overrecovered
amounts related to the order PSE&G received from the BPU in 1999 relating to its rate
unbundling, stranded costs and restructuring proceedings. These amounts also. include a $30
million, pre-tax, refund related to amounts previously collected through rates for nuclear
decommissioning, which was accounted for as an Extraordinary Item as discussed further in
Note 6. Extraordinary Item of the Notes. Also, PSE&G has begun to refund through rates an $18
million, pre-tax, amount for Market Transition Charge (MTC) overcollections which was
recorded during the second quarter of 2003 as a reduction to Operating Revenues and a $4
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million, pre-tax, reduction in interest capitalized on various deferred balances, Wthh was
recorded as a charge to Interest Expense.

o PSE&G began to recover deferred tax expenses associated with Repair Allowances and deferred
Restructuring Costs over a ten-year period commencing August 1, 2003.:

Power

Power is an electric generation and wholesale energy marketing and trading company that is
focused on a generation market extending from Maine to the Carolinas and the Atlantic Coast to
Indiana (Super Region). Power seeks to balance its generating capacity, fuel requirements and supply
obligations through integrated energy marketing and trading, enhance its ability to produce low cost
energy through efficient nuclear operations and pursue modest growth in its target market based on
market conditions.

As a result of the first New Jersey BGS Auction, Power entered into energy supply contracts for
the period August 1, 2002 through July 31, 2003. In February 2003, Power secured contracts for energy
and capacity as an indirect supplier in New Jersey’s BGS Auction process by entering into contracts
with third parties who are direct suppliers of New Jersey’s EDCs. Power also entered into hourly energy
price contracts to be a supplier of certain large customers through the BGS auction for a ten-month
period béginning August 1, 2003 and expiring May 30, 2004. Through these seasonally-adjusted fixed-
price contracts, Power is indirectly serving New Jersey’s smaller commercial and residential customers
for ten-month and 34-month periods that began August 1, 2003 and expires on May 30, 2004 and May
30, 2006, respectively. Also in' 2003, Power entered into a three-year contract to supply energy to a New
England utility. Power believes that its obligations under these contracts are reasonably balanced by its
available supply. As discussed further under Future Outlook—Power, Power has entered into
commitments to achieve its objective to sufficiently hedge at least 75% of its ant1c1pated output Over an
18-month to 24-month horizon. .

Energy Holdings

Energy Holdings, through Global, has invested in, owns and operates generation and distribution
* facilities in select international and U.S. markets. The generation plants sell power under long-term
agreements, as well as on a merchant basis, while the distribution companies are rate-regulated
enterprises. Through Resources, Energy Holdings invests in energy-related financial transactions,
including leveraged leases, which are designed to produce predictable earnings.

In 2003, Energy Holdings continued to experience a challenging environment in its foreign
investments as it refocused its strategy from one of accelerated growth to one that places emphasis-‘on
increasing the efficiency and returns of its existing assets. As part of this change in strategy, Energy
Holdings limited its capital spending during 2003 to existing contractual commitments. Also in 2003,
Global began to review its portfolio and is seeking to opportunistically monetize investments which may
no longer have a strategic fit. In keeping with this strategy, Global committed to a plan to sell its
investment in Carthage Power Company (CPC), a generating facility in Rades, Tunisia in December
2003. See Note 5. Discontinued Operations of the Notes for further discussion. Due to credit concerns
with respect to certain lessees, Resources has shifted its focus from new investments to maintaining its
current investment portfolio. See Item 7A. Qualitative and Quantitative Disclosures About Market
Risk—Credit Risk.

Future Outlook

PSEG

PSEG develops a long-range growth target by building business plans and financial forecasts for
each major business (PSE&G, Power, Global and Resources). These plans and forecasts incorporate
specific, rather than generic, capital expenditures. Key factors which may influence the performance of
each business, such as fuel costs and forward power prices, are also incorporated. Sensitivity analyses
are performed on the key variables that drive the businesses’ financial results in order to understand the
impact of these assumptions on PSEG’ projections. Once plans are in place, PSEG management
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monitors actual results and key variables and updates financial projections to reflect changes in the
energy markets, the economy and regional and global conditions. Management believes this monitoring
and forecasting process enables it to alter operating and investment plans as conditions change.

Looking ahead, the business plan for 2004 has been adjusted and financial objectives have been
aligned with significant changes to both earnings growth and dividend policy. As a result of industry
growth prospects moderating in recent years, PSEG has lowered its targeted earnings per share growth
rate. Over the next five years PSEG has targeted a 4% -6% range for its earnings per share growth rate.
This target is dependent upon various assumptions, including an increase in capacity prices which is not
expected to occur until the later part of the planning period. As a result, a substantial portion of the
earnings growth occurs in the later years of the planning period. PSEG has reaffirmed earnings
guidance for 2004 of $3.60 to $3.80 per share from continuing operations and expects to continue to
generate stable earnings in the near-term even given current historically low capacity prices. PSEG
foresees a return to reasonable growth in the future as capacity prices are expected to improve in the
latter part of the planning period. However, given the volatility of the power sector and the uncertainty
of investment opportunities, it has become more difficult to accurately predict future results.

In addition to factors affecting near-term earnings and the long-term growth rate referenced above,
the results of the annual New Jersey BGS auction will continue to have a significant impact on future
results. In the future, each annual New Jersey BGS auction is expected to have less of a dramatic impact
on Power’s results as less volume will be bid annually and as Power continually explores opportunities
to enter into medium-term and long-term contracts in the Super Region to provide power to other
states, such as Connecticut and Maryland, which have issued requests to suppliers to provide energy
through bilateral agreements.

Although earnings growth has moderated, PSEG expects sufficient future operating cash flows to
fund investments and meet dividend requirements. Over the next five years, PSEG expects to be in an
excess cash position and may employ this excess cash to reduce debt over the near term, invest in its
businesses, and increase dividends or repurchase stock over the long-term. At PSE&G, while rate relief
is expected to improve earnings and cash flows in 2004, future growth is expected to be moderate and
capital expenditures are ‘expected to- remain stable at levels needed to continue safe and reliable
operations. PSEG will look to Power to provide incremental cash flows and begin to provide dividends
to PSEG after the conclusion of its construction program in 2005. Energy Holdings will continue to
curtail new investments, focus on cash flow contribution and opportunistically monetize certain of
Global’s assets.

Dividend payments on common stock for the year ended December 31, 2003 were $2.16 per share
and totaled approximately $493 million. PSEG’s payout ratio, based on Income from Continuing
Operations, was 58% in 2003. In January 2004, PSEG’s Board of Directors approved an increase in the
quarterly dividend by $0.01 per-share, from $0.54 to $0.55 for the first quarter of 2004, indicative of an
annual dividend rate of $2.20 per share. PSEG will continue to evaluate its dividend payments and, if
appropriate, will adjust its dividend payout in future years. ;

PSE&G

In 2004 and beyond, PSE&G’s success will be dependent, in part, on its ability to maintain a
reasonable rate of return, realize a $64 million electric distribution rate increase in 2006, continue cost
containment initiatives, maintain system reliability and safety levels and continue to recover the
regulatory assets it has deferred and the investments it plans to make in its electric and gas transmission
and distribution systems. PSE&G is required to file a transmission rate case with FERC by the end of
2004, which could impact its transmission rates beginning January 1, 2005. The risks from this business
generally relate to the treatment of the various rate and other issues by the state and federal regulatory
agencies, specifically BPU and FERC. ‘

For 2004, a full year effect of the electric rate case is expected to have a significant impact on
results compared to 2003. PSE&G expects stable earnings and cash flows in the future. PSE&G has
minimal risks relating to commodity price volatility as this risk is largely borne by customers and/or
commodity suppliers in the competitive markets.
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Power

Power’s success as an energy provider will depend, in part, on its ability to meet its obligations
under its full requirements contracts efficiently and profitably. Over the next few years, earnings are
expected to be pressured due to a generating capacity overbuild affecting the U.S. merchant power
sector. Also, Power will no longer benefit from MTC revenues which had contributed approximately
$111 million in 2003, the final year of the transition period. Power expects to largely offset the loss of
these revenues by achieving increased output from its large base of low-cost nuclear and fossil
generating stations compared to 2003 and mcreased margins from the management of its generation
portfolio and supply obligations. - '

To reduce earnings and cash flow volatility, Power’s objective is to enter into load serving contracts,
firm sales and trading positions sufficient to hedge at least 75% of its anticipated output over an
18-month to 24-month horizon. As a result of the conclusion of the BGS auction in February 2004, the
contracts Power has entered into in Pennsylvania and Connecticut and other firm sales and trading
positions, commitments have been entered into to achieve this objective. Power’s ability to increase the
term of its forward sales is constrained by the multiple tranche structure of the BGS auction process in
New Jersey. Due to the soft market conditions in the Midwest, Power expects only modest output from
its Lawrenceburg and Waterford facilities in the near term. In addition to the BGS auction process in
New Jersey, Power expects to take advantage of other opportunities- elsewhere in its market region.

Power expects to meet its obligations through a combination of generation and energy purchases
managed by PSEG Energy Resources & Trade LLC (ER&T). Power also enters into trading positions
related to its generation assets and supply obligations. To the extent Power does not hedge its costs,
Power will be subject to the risk of price fluctuations. that could affect its future results including
variability in costs, such as changes in the expected price of energy and capacity that Power sells into
- the market, increases in the price of energy purchased to meet its supply obligations or the amount of
excess energy sold into the market, the cost of fuel to generate electricity, the cost of emission credits
and congestion credits that .are used by Power to transmit electricity and other factors. In addition,
Power is subject to the risk of substandard operating performance of its generating units. To the extent
there are unplanned outages at Power’s generating facilities, changes in environmental or nuclear
regulations or other factors that impact the production by such units or the ability to generate and
transmit electricity in a cost effective manner, it may cost Power more to acquire or produce electricity.
Changes in the rules and regulation of these markets by FERC, particularly changes in the rules in the
power pools in which Power conducts business and ability to maintain market-based rates, could
adversely impact Power’s results. These risks can be exacerbated by, among other things, changes in
demand in electricity usage, such as those caused by extreme weather or economic conditions.

Power is currently constructing projects that are expected to increase capacity from approximately
13,700 MW to approximately 16,000 MW, net of planned retirements. In response to low energy and
capacity prices, Power shifted its emphasis away from new plant construction and has adjusted certain
of its generating station construction schedules to better align with anticipated market prices. The near-
term environment is challenging largely because current capacity levels in the Pennsylvania, New Jersey,
and Maryland Interconnection (PJM) and the Midwest are significantly in excess of the reserves
required to maintain reliability by the respective Independent System Operator (ISO). Power
anticipates this situation will ease .in the latter part of its five-year planning horizon and improve
thereafter. Such reductions in excess capacity assumes load growth and the expected retirement of
certain plants, primarily older plants of competitors due to increased Operation and Maintenance costs,
increased costs associated with higher levels of environmental compliance and a lack of return on
investment associated with major capital upgrade requirements because of the weak market conditions.

In addition, Power’s earnings projections assume that it will continue to optimize the value of its
portfolio of generating assets'and supply obligations through its energy trading operations. This will
depend, in part, on Power’s, as well as its counterparties’, ability to maintain sufficient creditworthiness
and to display a willingness to participate in energy trading activities. Changes in the mechanisms of
conducting trading activity could positively or negatively affect trading volumes and liquidity in these
energy trading markets compared to the assumptions of these factors embedded in Power’s business
plans. Energy trading provides the opportunity for greater returns, but it also has more risk than the
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generation business and can be adversely impacted by fluctuating energy market prices and other
factors. Power utilizes what it believes to be a conservative risk management strategy to minimize
exposure to market and credit risk. As a result of these variables, Power cannot predict the impact of
these potential future changes on its forecasted results of operations, financial position or net cash flows;
however, such impact could be material. '

Energy Holdings

Global

In 2003, Global refocused its strategy from one of accelerated growth to one that places emphasis
on increasing the efficiency and returns of its existing assets. Global limited its spending to existing
contractual commitments and is reviewing its portfolio and, over time, will seek to opportunistically
monetize investments that may no longer have a strategic fit.

Energy Holdings’ success will depend, in part, on its ability to mitigate risks presented by its
international strategy. The economic and political conditions in certain countries where Global has
investments present risks that may be different than those found in the U.S. including: renegotiation or
nullification of existing contracts, changes in law or tax policy, interruption of business, nationalization,
expropriation, war and other factors. Operations in foreign countries also present risks associated with
currency exchange and convertibility, inflation and repatriation of earnings. In some countries in which
Global has interests, economic and monetary conditions and other factors could affect its ability to
convert its cash distributions to U.S. Dollars or other freely convertible currencies. Furthermore, the
central bank of any such country may have the authority to suspend, restrict or otherwise impose
conditions on foreign exchange transactions or to limit distributions to foreign investors. Although
Global generally seeks to structure power purchase contracts and other project revenue agreements to
provide for payments to be made in, or indexed to, U.S. Dollars or a currency freely convertible into
U.S. Dollars, its ability to do so in all cases may be limited.

Global continues to face challenges with respect to certain of its investments as discussed below:

Brazil _

The Brazilian economy is in a period of slowed growth that has resulted from the high public and
private sector debt levels, as well as increased interest rates used by the Central Bank of Brazil to
control rising inflation and to support the value of the Brazilian Real. In 2003, a new government
administration assumed office that is attempting to reduce the effect of currency devaluations and
wholesale prices on final consumer prices for electricity. Additionally, the new administration’s energy
industry policy is to eliminate future privatizations of state-owned energy ¢ompanies and increase
federal government control and coordination of energy industry policies previously controlled by state
and regional entities. ‘

In April 2003, the Brazilian regulatory authority approved a 36.07% tariff increase for Rio Grande
Energia S.A. (RGE). The majority of this increase became effective on April 16, 2003 while a portion of
this increase will become effective in 2004. The result of this rate case was in line with management’s
recent expectations. Unfavorable developments relating to potential changes in the regulatory structure
and/or greater exertion of price controls by the Brazilian government could have a materially adverse
impact on Global’s ability to earn a reasonable return on its investment in RGE and could materially
impact its ability to recover its investment balance, including a potential impairment. Other risk factors
that could affect future revenues and cash flows from Global’s investment in RGE are continued high
interest rate levels, currency devaluation, extended recession and slow economic growth.

India ‘

PPN Power Generating Company Limited’s (PPN) output is sold under a long-term Power
Purchase Agreement (PPA) with the Tamil Nadu Electricity Board (TNEB) which sells the power to
retail end-user customers. Beginning in April 2003, TNEB has not made full payment to PPN for the
purchase of energy under the PPA. The past due receivable at PPN as of December 31, 2003 was
approximately $95 million, of which Global’s share is approximately $8 million, net of a $10 million
reserve. If TNEB continues to fail to make required payments under the PPA, PPN may have further
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liquidity problems. The TNEB has agreed to pay approximately $30 million of the $95 million owed-and
negotiations have begun regarding the remaining $65 million. An adverse outcome to such negotiations
could potentially result in an impairment of this investment, which could be material to PSEG’s and
Global’s’ respective results of operations. As of December 31, 2003, Global’s total investment exposure
in PPN was approximately $41 million.

Poland

Elektrocieplownia Chorzow Sp. Z o.0. (Elcho) has a 20-year PPA with the Polish government’s
power grid company. The Polish government has embarked on a process with the intention of
terminating all of the more than 30 long-term PPAs it has with energy suppliers. The Polish government
has expressed its intention to compensate each entity whose contract is terminated with monies raised
by the government by securitizing a charge that will be passed on to ratepayers. The Polish government
informally -proposed compensation for the termination of the PPA that Global does not believe to be
adequate. Global is in discussions with the Polish government in order to ensure that, if the PPA is
terminated, it is ﬁnancxally neutral to Elcho. Inadequate compensation could lead to lower future
revenues and earnings and could have a material adverse nnpact on Global’s financial position.

" Texas

~ Asof December 31, 2003, Global had $240 million invested i in two gas-fired combined-cycle electric
generating facilities in Texas. Texas Independent Energy (TIE) continues to experience energy pricing
pressures in the overbuilt Texas power market. To mitigate the risks associated with the spot market, in
2003 TIE entered into an asset management agreement to enhance its forward trading capabilities. In
addition to forward trades, TIE has also entered into new PPAs for approximately 31% of the capacity
of the plants for 2004 with an agreement to renew for 2005. As a result, the margins earned by TIE in
2003 have covered its fixed costs, bringing TIE to a break-even position in 2003 compared to a loss in
2002. Although project cash flows have improved, weakness in the Texas power market continues to put
pressure on TIE’s ability to meet financial covenants in its loan documents. Global expects the current
depressed level of energy prices in Texas to continue through the 2005-2006 time frame when market
prices are expected to increase, as older less efficient plants in the Texas power market are expected to
be retired and the demand for electricity is expected to increase. Global cannot predict the impact of
these potential future changes on its forecasted results of operations, financial position or net cash flows;
however, such impact could be material.

Venezuela

As of December 31, 2003 Global had approximately $50 million invested in its generatlon facilities
in Venezuela which was fully funded by equity. Venezuela continues to undergo a period of significant
political instability, as participation in prolonged work stoppages and violent street protests have caused
a drastic reduction in economic activity. Following its 45% decline against the U.S. Dollar in 2002, the
Venezuelan currency, the Bolivar, weakened further in 2003. Earnings and cash flows are expected to be
affected by the prospects of reduced economic activity and increased exchange rate volatility. Although
PPAs are indexed to the U.S. Dollar, the sharp decline in economic activity and in the exchange rate
make the local sales price of energy supplies less attractive to local manufacturers. Revenues have
already declined and are expected to remain below previous levels due to weakening demand.

Resources

Based on current market conditions and Energy Holdings’ intent to limit capital expenditures, it is
unlikely that Resources will make significant additional investments in the near-term. As a result,
Resources’ earnings and cash flows are expected to decrease in the future as the investment portfolio
matures. Resources faces risks with regard to the creditworthiness of its counterparties, specifically,
certain lessees that collectively comprise a substantial portion of Resources’ investment portfolio as
discussed further below. Resources also faces risks related to potential changes in the current tax
treatment of its investments in leveraged leases. The manifestation of either of these risks could cause a
materially adverse effect on Resources’ strategy and its forecasted results of operations, financial
position and net cash flows.
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Resources has credit risk related to its investments in leveraged leases, totaling $1.4 billion, which is
net of deferred taxes of $1.6 billion, as of December 31, 2003. These investments are largely
concentrated in the energy industry and have some exposure to the airline industry. As of December 31,
2003, 65% of counterparties in the lease portfolio were rated investment grade by both S&P and
Moody’s. As a result of recent actions of the rating agencies due to concerns over forward energy prices,
the credit of some of the lessees was downgraded. Specifically, the lessees in the following transactions
were downgraded below investment grade during 2002 by these rating agencies. Resources’ investment
in such transactions was approximately $412 million, net of deferred taxes of $398 million as of
December 31, 2003. :

Resources is the lessor of the Keystone, Conemaugh and Shawville generating facilities located in
the PJM West market in Pennsylvania to Reliant Energy Mid Atlantic Power Holdings LLC (REMA),
an indirect wholly-owned subsidiary of Reliant Resources Incorporated (RRI). Resources’ investment
in the REMA transaction was $117 million, net of deferred taxes of $122 million as of December 31,
2003. Resources expects $17 million of earnings from these leases in 2004.

Resources is the lessor of the Danskammer generation facility in New York to Dynegy
Danskammer LLC (Danskammer) and the Roseton generation facility to Dynegy Roseton LLC
(Roseton). Both Danskammer and Roseton-are indirect subsidiaries of Dynegy Holdings Inc. (DHI).
The lease obligations are guaranteed by DHI which is currently rated B by S&P and Caa2 by Moody’s.
Resources’ investment in Danskammer and Roseton was $122 million, net of deferred taxes of $68
million as of December 31, 2003. Resources expects $17 million of earnings from these leases in 2004.

Resources is the lessor/equity participant of the Collins facility, as well as the Powerton and Joliet
stations to Midwest Generation LLC (Midwest), an indirect subsidiary of Edison Mission Energy
(EME). Edison Mission Midwest Holdings (EMM Holdings) is also an indirect subsidiary of EME.
Resources’ investment in the Collins faciIity and the Powerton and Joliet facilities were $101 million and
$72 million, respectively, net of deferred taxes of $98 million and $110 million, respectively. Resources
expects $8 million and $6 million of earmngs from the Powerton and Joliet facilities, respectively, in
2004.

Resources is the lessor of various aircraft to several domestic airlines. Resources leases a
Boeing B767 aircraft to United Airlines (UAL). In December 2002, UAL filed for Chapter 11
bankruptcy protection. UAL has stated that it intends to retain its B767 aircraft to use in place of other
aircraft. UAL has an additional debt obligation of $53 million associated with this aircraft. Resources
will work constructively with UAL to keep the leveraged lease in place. The gross invested balance of
this investment as of December 31, 2003 was $21 million. As accounted for under SFAS 13, Resources
does not expect earnings from these leases in 2004. '

- As of December 31, 2003, lease payments on these facilities were current. If the collection of rental
payments could not be reasonably assured, Resources would stop accruing earnings on these
investments in accordance with SFAS 13, “Accounting for Leases”. If that occurred, Resources would
need to review the investments for impairment and, if necessary, reduce them to net realizable value. In
the event of a default, Resources would exercise its rights and attempt to seek recovery of its
investment. The results of such efforts may not be known for a period of time. Under a worst case
scenario, if a foreclosure were to occur, Resources would record a pre-tax write-off up to its gross
investment in these facilities. Also, in.the event of a potential foreclosure, the net tax benefits generated
by Resources’ portfolio of investments could be materially reduced in the period in which gains
associated with the potential forgiveness of debt at these projects occurs. The amount and timing of any
potential reduction in net tax benefits is dependent upon a number of factors including, but not limited
to, the time of a potential foreclosure, the amount of lease debt outstanding, any cash trapped at the
projects and negotiations during such potential foreclosure process. The potential ioss of earnings,
impairment and/or tax payments could have a material impact to PSEG’s and Energy Holdings’
financial position, results of operations and net cash flows. As of December 31, 2003, Resources
determined that the collectibility of the minimum lease payments under its leveraged lease investments
is still reasonably probable and therefore continues to account for these investments as leveraged leases.

For further discussion of these leveraged leases, see Item 7A. Qualitative and Quantitative
Discussion of Market Risk—Credit Risk—Resources.
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RESULTS OF OPERATIONS

(A)

Net Income for the year ended December 31, 2003 was $1.2 billion or $5.07 per share of common
stock, diluted, based on approximately 229 million average shares outstanding. For the year ended
December 31, 2002, Net Income was $235 million or $1.13 per share of common stock, diluted, including
certain after-tax charges of $538 million or $2.57 per share. -The charges relate to the abandoned
Argentine investments and losses from operations of those assets, discontinued operations of Energy
Technologies Inc. (Energy Technologies) and Tanir Bavi Power Company Private Ltd. (Tanir Bavi), a
generating facility in India, and goodwill impairment charges.

Energy Holdings:

Global(A) ............ NSRRI
Resources ...t
Other(B) . ..oviiii i e e

Total Energy Holdings(A) ........coooiiiiiiiiiiiiii,
Other(C) . ..ot e

PSEG Income from Continuing Operations..............

Loss from Discontinued Operations, mcludmg Loss on

Disposal(D) ... civiii i i e e
Extraordinary Item(E) ...t
Cumulative Effect of a Change in Accounting Principle(F) ...

PSEG Net Income(A) ................... e

Energy Holdings:

CGlobal(A) oo e e
ReESOUICES .ottt e e s
Other(B) ....coovvvieiiieeiienns N e

Total Energy Holdings(A) ............. e
Other(C) .o e e e

PSEG Income from Continuing Operations..............

Loss from Discontinued Operations, mcludmg Loss on

Disposal(D) .. ov v e .
Extraordinary Item(E) ...t
Cumulative Effect of a Change in Accountmg Pnnc1ple(F)

PSEG Net INCome(A) ....ooovvveiriierenaeeeieanainaannnnn,

Earnings (Losses)

Years Ended December 31,

2003 2002 2001
(Millions)

$ 247  $205  $235
474 468 394
121 (297) 106

72 84 77
4 ) 4

189 (220) 179
(58) (48) (42)
852 405 766
(44)  (49) (12)
(18) — —
370 (121) 10
$1,160  $235  $764

Contribution to Earnings

Per Share (Diluted)

Years Ended December 31,

003 2z 200
(Millions)
$1.08  $098  $1.13
207 224 1.90
053  (142) 051
0.31 0.40 0.37
(0.02)  (0.04)  (0.02)
082  (1.06) 086 .
(0.25)  (022)  (0.21)
372 1.94 3.68
(0.19)  (023)  (0.06)
(0.08) — —
162  (058) 005
$507 $L13  $3.67

Includes after-tax write-down and losses related to Argentine investments of $368 million or $1.76

for the year ended December 31, 2002.
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(B) Other activities include non-segment amounts of Energy Holdings, Energy Technologies,
Enterprise Group Development Corporation (EGDC) and intercompany eliminations. Specific
amounts include interest on certain financing transactions and certain other administrative and
general expenses at Energy Holdings.

(C) Other activities include non-segment amounts of PSEG (parent company) and intercompany
eliminations. Specific amounts include preferred securities dividends requirements for PSE&G and
Energy Holdings, interest on certain financing transactions and certain other administrative and
general expenses at PSEG (parent company).

(D) Includes Discontinued Operations of Energy Technologies in 2003 and 2002, CPC in 2003 and
2002, and Tanir Bavi in 2002. See Note 5. Discontinued Operations of the Notes.

(E) Relates to charge recorded in the second quarter of 2003 from PSE&G’s Electric Base Rate Case.
See Note 6. Extraordinary Item of the Notes.

(F) Relates to the adoption of SFAS 143 in 2003 and the adoption of SFAS No. 142, “Goodwill and
Other Intangible Assets” (SFAS 142) in 2002. See Note 3. Recent Accounting Standards and Note
4. Adoption of SFAS 143 of the Notes.

The $447 million increase in Income from Continuing Operations for the year ended December 31,
2003, as compared to the same period in 2002, was primarily due to higher earnings from Energy
Holdings due to the absence of the $368 million after-tax losses at Energy Holdings’ Argentine
investments recorded in 2002. In addition, PSE&G improved earnings due to increased electric base
rates, seasonality differences in pricing that are a component of those rates, favorable weather effects
and lower interest costs. In addition, Power had slightly higher earnings primarily related to the benefits
resulting from the operation of the two generating facilities in Connecticut that were acquired in
December 2002, higher margins driven by an increase in volume as a result of the BGS contracts that
went into effect in August 2002 and realized gains in its Nuclear Decommissioning Trust (NDT)
portfolio, partially offset by the effects of storm-related weather and higher Operation and Maintenance
expense. Also contributing to Energy Holdings’ increase in earnings were improved results from Global.
The growth in Income from Continuing Operations did not result in higher per share amounts due to
dilution caused mainly by the common stock issuance in the fourth quarter of 2003.

Included in PSEG’s 2003 Net Income was an after-tax benefit of $370 million related to the
adoption of SFAS 143 during the first quarter of 2003. This benefit was due mainly to the required
remeasurement of Power’s nuclear decommissioning obligations. Conversely, in 2002, PSEG adopted
SFAS 142 and incurred an after-tax charge of $121 million related to goodwill impairments at certain of
Energy Holdings’ investments. Also contributing to the changes in Net Income was a decrease in
Energy Holdings’ Loss from Discontinued Operations, including Loss on Disposal of $5 million,
after-tax, for the year ended December 31, 2003, as compared to the same period in 2002, and an $18
million, after-tax, extraordinary charge recorded at PSE&G in the second quarter of 2003 related to the
outcome of its electric base rate case, discussed above in PSE&G’s Overview.

Excluding the charges discussed above, earnings for the year ended December 31, 2002 were
largely consistent with 2001. This is primarily due to higher margins at Power due to its successful
participation as an indirect supplier of energy to New Jersey’s utilities resulting from the 2002 BGS
auction. The BGS contracts which went into effect on August 1, 2002 had a meaningful effect on
PSEG?s earnings, particularly during the fourth quarter when Power served its contractual obligations
with low cost energy during the colder months. PSE&G also improved earnings, due to stronger
margins from gas rate relief and favorable weather as compared to the prior year and a reduction in
operating expenses during 2002. These positive factors were offset by higher interest costs at PSEG and
its subsidiaries, the absence of certain tax benefits realized by PSE&G in 2001 and comparatively lower
contributions from investments at Energy Holdings, particularly the loss of earnings from Energy
Holdings’ Argentine investments, continued weakness in the Texas power markets and a lower gain
from Eagle Point Cogeneration Partnership (EPCP) transactions.
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PSEG

Operating Revenues

For the year ended December 31, 2003, Operating Revenues increased by $2.9 billion or 35%, as
compared to the same period in 2002, primarily due to the $1.1 billion of consolidation effects related to
the BGS changes discussed below. Also contributing to the increase was an approximate $860 million
increase in revenues from Power mainly related to contract volume increases under the load contracts
which commenced on August 1, 2002 and increased revenues from two generation facilities in
Connecticut acquired in 2002, an $821 million increase in PSE&G’s Operating Revenues due primarily
to increased prices and sales volumes for gas and a $116 million increase in Energy Holdings’ Operating
Revenues relating to higher revenues from Global’s generation projects and a higher partnership
withdrawal payment from EPCP.

A portion of the increase in Operating Revenues for the year ended December 31, 2003, as
compared to the same periods in 2002, was due to Power’s electric revenues no longer required to be
eliminated in consolidation by PSEG subsequent to July 2002. Under the BGS contracts that terminated
on July 31, 2002, Power sold energy directly to PSE&G, which in turn sold this energy to its customers.
These revenues were properly recognized on each company’s stand-alone financial statements and were
eliminated when preparing PSEG’s Consolidated Financial Statements. For the BGS contract period
beginning August 1, 2002, Power entered into contracts with third parties who were direct suppliers of
New Jersey’s EDCs and PSE&G purchased the energy for its customers’ needs from such third party
suppliers. Due to this change in the BGS model, with the exception of a small portion of energy sold
under the new contracts effective August 1, 2003, as discussed below; these revenues were no longer
intercompany revenues and, therefore, were not eliminated in consolidation. For the year ended
December 31, 2003, PSEG’s elimination related to the combined intercompany BGS and MTC
revenues, decreased for that period by approximately $1.0 billion as compared to the prior year due
primarily to this change. Also related to this change in the BGS model, PSE&G, in August 2002, began
selling energy purchased under non-utility generation (NUG) contracts, which Power had previously
paid PSE&G for at market prices, to the PJM, with the capacity purchased under these contracts being
provided to the BGS suppliers on a pro-rata basis. As a result, for the year ended December 31, 2003,
PSEG’s revenues related to NUG contracts increased by approximately $78 million.

For the year ended December 31, 2002, Operating Revenues increased by $1.3 billion or 19%, as
compared to the same period in 2001, due primarily to Power’s BGS or commodity revenues subsequent
to July 2002 not being eliminated in consolidation by PSEG. For the year ended December 31, 2002,
PSEGs elimination related to intercompany BGS and MTC revenues decreased by approximately $798
million as compared to 2001 due to this change. In addition, for the year ended December 31, 2002,
PSEG's revenues related to NUG contracts increased by approximately $82 million.

The remaining increase was due primarily to a $516 million increase from Power primarily related
to the new BGS related revenues from third party wholesale electric suppliers which went into effect
August 1, 2002 and revenues from off-system gas sales, partially offset by lower MTC revenues and
lower net trading revenues as discussed further under the Power segment discussion. Also contributing
to the increase was a $155 million increase at Energy Holdings driven by higher electric revenues at
Global, relating to acquisitions and projects going into operation, and higher leveraged lease income at
Resources, as discussed below under Energy Holdings’ segment discussion. These increases were
partially offset by a $172 million decrease in revenues from PSE&G primarily due to a decrease in gas
distribution revenues resulting in part from an average cost reduction of more than 10% in the cost of
gas, in addition to other items discussed below under the PSE&G segment discussion.

Operating Expenses

Energy Costs

For the year ended December 31, 2003, as compared to the same period in 2002, Energy Costs
increased approximately $2.7 billion or 72% due primarily to the fact that PSE&G no longer purchases
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electric energy directly from Power, as discussed above in Operating Revenues. Amounts attributable to
this change totaled approximately $1.1 billion between the year ended December 31, 2003 and 2002.
Also contributing to the increase were an approximate $831 million net increase in gas costs, a $624
million increase at Power primarily related to increased power purchases and third-party wholesale
electric supply contracts, discussed further below under Power, a $79 million increase in electric energy
costs at PSE&G discussed further below under PSE&G and a $37 million increase at Energy Holdings,
relating to projects at Global, discussed further below under Energy Holdings.

For the year ended December 31, 2002, as compared to the prior year, Energy Costs increased
approximately $1 billion or 38% due .primarily to the fact that PSE&G no longer purchased electric
energy directly from Power, as discussed above in Operating Revenues, but rather from third party
wholesalers. In 2001, and through July 31, 2002, PSE&G incurred energy costs related to electric energy
transactions between it and Power. Accordingly, these costs were eliminated when preparing PSEG’s
consolidated financial statements. Amounts attributable to this change totaled $880 million between the
years ended December 31, 2002 and 2001.

The remaining increase was due to a $352 million increase at Power primarily related to increased
energy purchases and third party wholesale electric supplier contracts, discussed further below in Power,
and a $63 million increase at Energy Holdings, relating to acquisitions and projects going into operation
at Global, discussed further below in Energy Holdings. These increases were partially offset by a $229
million decrease at PSE&G due primarily to decreased gas costs which resulted from lower demand,
discussed further below in PSE&G.

Operation and Maintenance

For the year ended December 31, 2003, Operation and Maintenance expense increased $221
million or 12%, as compared to the year ended December 31, 2002, due to a $141 million increase at
Power primarily due to the acquisition of the generating facilities in Connecticut in December 2002,
higher accretion expense associated with the nuclear decommissioning liabilities, higher pension costs,
higher nuclear refueling outage costs and higher real estate taxes, a $68 million increase at PSE&G due
primarily to higher labor and fringe benefit costs, higher Demand Side Management (DSM)
amortization, higher bad debt expense and storm-related costs, discussed further below under PSE&G.
In addition, Operation and Maintenance expense increased at Energy Holdings by $8 million, due
mainly to costs associated with projects at Global, as discussed further below under Energy Holdings.

For the year ended December 31, 2002, Operation and Maintenance expense increased $55 million
or 3%, as compared to 2001 due to an increase of $35 million at Power primarily caused by scheduled
outages at certain electric generating stations, and an increase at Energy Holdings of $46 million,
primarily due to costs associated with acquisitions and projects going into operation. This increase was
partially offset by a $14 million decrease at PSE&G primarily due to decreased labor and professional
service costs, partially offset by higher DSM amortization, and a decrease in other charges of $12
million at PSEG.

Depreciation and Amortization

For the year ended December 31, 2003, Depreciation and Amortization decreased by $38 million or
7%, as compared to the same period in 2002. The decrease was primarily due to a $37 million decrease
at PSE&G, as discussed further below. ‘

For the year ended December 31, 2002, Depreciation and Amortization increased $70 million or
14%, as compared to 2001, primarily due to increases of $39 million at PSE&G, mainly due to a full
period’s recognition of amortization of the regulatory asset related to stranded costs for securitization,
$13 million at Power, primarily due to increases from Bergen 2 being placed into service in 2002 and a
2001 reversal of cost of removal reserves, and $13 million at Energy Holdings, pnmanly related to costs
associated with acquisitions and projects going into operation.
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Taxes Other Than Income Taxes

Taxes Other Than Income Taxes is comprised of the Transitional Energy Facility Assessment
(TEFA) tax at PSE&G. Taxes Other Than Income Taxes increased $5 million or 4% for the year ended
December 31, 2003, as compared to the same period in 2002. The change in the amount of the TEFA
related to changes in PSE&G’s higher taxable sales in 2003. Legislation enacted in January 2002 freezes
the TEFA unit rate surcharges at the 2001 levels through 2004 and then reduces the rates over the next
three years, phasing out the TEFA by 2007.

Taxes Other Than Income Taxes increased $10 million or 8% in 2002, as compared to 2001. This
increase was primarily due to a reduction of $6 million in the prior year’s TEFA recorded in 2001 and
an increase of $3 million in the 2002 TEFA due to increased sales.

Other Income

For the year ended December 31, 2003, Other Income increased by $139 million, as compared to
the year ended December 31, 2002, due primarily to a $148 million increase at Power. Power’s increase
was primarily due to the recognition of realized gains and income related to Powers Nuclear
Decommissioning Trust (NDT) Fund.

Other Deductions

For the year ended December 31, 2003, Other Deductions increased by $21 million, as compared to
the year ended December 31, 2002, due primarily an increase at Power of $77 million, partially offset by
a decrease at Energy Holdings of approximately $72 million. Power’s increase was primarily due to the
recognition of realized losses in Power’s NDT Fund. The decrease at Energy Holdings was largely
attributable to lower foreign currency transaction losses, primarily related to U.S. Dollar debt in
Argentina recorded in 2002.

For the year ended December 31, 2002, Other Deductions increased by $59 million as compared to
2001, primarily due to a $60 million increase in foreign currency transaction losses at Energy Holdings.

Interest Expense

For the year ended December 31, 2003, Interest Expense increased by $17 million or 2%, as
compared to the year ended December 31, 2002, primarily due to a $40 million and $1 million increase
at PSEG and Energy Holdings, respectively related to higher levels of debt outstanding, partially offset
by decreases of $16 million and $8 million at PSE&G and Power, respectively, as discussed below.

‘For the year ended December 31, 2002, Interest Expense increased $43 million or 6% as compared
to 2001 primarily due to higher amounts of debt outstanding at PSEG, Power and Energy Holdings
used to support various projects and acquisitions and for other general corporate purposes, partially
offset by decreases at PSE&G due to lower debt levels.

Income Taxes

For the year ended December 31, 2003, Income Taxes increased by $210 million or 83%, as
compared to the year ended December 31, 2002, due primarily to higher pre-tax Income from
Continuing Operations.

For the year ended December 31, 2002, Income Taxes decreased $119 million or 32% as compared
to 2001 primarily due to lower pre-tax Income from Continuing Operations partially offset by
adjustments in 2001 reflecting the conclusion of the 1994-96 Internal Revenue Service (IRS) audit.

Loss From Discontinued Operations

For the years ended December 31, 2003, 2002 and 2001, Energy Holdings recorded Losses From
Discontinued Operations of -$44 million, $49 mﬂhon and $12 million, after-tax, respectively, as detailed
further below under Energy Holdings.
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Extraordinary Item

For the year ended December 31, 2003, PSE&G recorded an $18 million, after-tax, charge relating
to its Electric Base Rate Case, as detailed further below under PSE&G. ‘

Cumulative Effect of a Change in Accounting Principle

For the vear ended December 31, 2003, Power recorded a $370 million, after-tax, benefit relating to
the adoption of SFAS 143, as detailed further below under Power. For the year ended December 31,
2002, Energy Holdings recorded a $121 million, after-tax, charge due to goodwill impairments relating
to the adoption of SFAS 142, as detailed further below under Energy Holdings.

PSE&G

Operating Revenues

PSE&G’s Operating Revenues increased by $821 million or 14% for the year ended December 31,
2003, as compared to the year ended December 31, 2002, due to a $758 million increase in gas revenues
and a $63 million increase in electric revenues for the year ended December 31, 2003.

The increase in gas revenues primarily related to a $531 million increase due to price changes and
$227 million due to higher sales volumes. The average cost of gas, which is passed through to customers,
increased by 26% and total gas sales volumes increased by 10% due primarily to colder weather
conditions.

The $63 million increase in electric revenues resulted from a $191 million increase due to price
changes primarily relating to higher rates set in the BGS auction and the impact of the BPU order in its
Electric Base Rate Case, both of which took effect on August 1, 2003. These were partially offset by the
4.9% rate reduction which was effective from August 1, 2002 through July 31, 2003, combined with
increased sales of NUG power, primarily due to higher locational marginal pricing (LMP) in the PJM
market. The increase related to price changes was partially offset by $129 million in lower sales
volumes. While distribution sales volumes were higher by 1%, BGS volumes were down 7% due to the
milder weather plus large customers switching to third party suppliers.

For the year ended December 31, 2002, PSE&G’s Operating Revenues decreased $172 million or
3%, as compared to the year ended December 31, 2001, primarily due to a decrease of $155 million in
gas distribution revenues. This decrease was due to lower commodity revenues resulting from an
average cost reduction of more than 10% in the cost of gas of approximately $125 million. Also
contributing to the decrease were lower sales of approximately $88 million to interruptible customers
resulting from the lower cost of gas and lower off-system sales revenues of approximately $26 million.
These decreases were partially offset by increased gas base rates and increased volumes of
approximately $75 million, primarily due to residential usage driven by favorable weather conditions
and increased appliance service revenues of approximately $14 million. In addition, electric transmission
and distribution revenues decreased $17 million, primarily due to a 4.9% rate reduction implemented in
August 2002 under the Final Decision and Order in PSE&G’s rate unbundling, stranded costs and
restructuring proceedings (Final Order) and approximately $123 million in rate reductions in February
and August 2001 totaling 4%, which were recorded as reductions in MTC revenues. Also affecting 2002
performance were decreases of approximately $15 million in NUG sales at market prices, lower DSM
sales due to revenue adjustments in 2001 of approximately $19 million and approximately $7 million in
lower fiber optic attachment revenues due to unfavorable market conditions. These were offset by
increased BGS revenues, primarily due to customers returning to PSE&G from third party suppliers of
approximately $104 million, and higher distribution volumes for residential and commercial customers
of approximately $37 million due to favorable weather conditions.
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- Operating Expenses

Energy Costs

For the year ended December 31, 2003, Energy Costs increased $737 million or 20%, as compared
to the same period in 2002. Energy costs represent the cost of electric and gas purchases necessary to
meet customer load. The differences between energy cost incurred and associated energy revenue is
deferred for future collection or refund to customers.

Gas costs increased $658 million or 48% for the year ended December 31, 2003, as compared to the
same period in 2002. The increase is a combination of a 26% increase in the price of gas ($527 million)
and a 9% increase in sales volumes ($131 million).

Electric costs increased $79 million or 3% for the year ended December 31, 2003, as compared to
the same period in 2002. The increase is the combination of higher prices for BGS and NUG purchases
and higher MTC payments ($250 million) offset by lower BGS and NUG volumes ($170 million). As
described above under revenues, BGS volumes are declining due to large customers switching to third
party suppliers. NUG volumes are a function of the NUG generator and contract limits.

~ For the year ended December 31, 2002, PSE&G’s Energy Costs decreased $229 million or 6%, as
compared to the year ended December 31, 2001, due primarily to a decrease in gas costs of
approximately $230 million which resulted from lower commodity sales volumes of approximately $125
million, lower volumes of $88 million from interruptible customers due to lower rates and lower
off-system sales volumes of approximately $18 million. Also contributing to the decrease were lower
electric costs of $123 million due to.the MTC rate reductions discussed above in Operating Revenues
and decreased NUG energy sales of $15 million due to lower rates. Offsetting these decreases were
increased electric energy costs of $104 million due to higher commodity sales volumes from customers
returning from third party suppliers and a scheduled increase in the shopping credit and $30 million in
higher amounts paid to Power relating to the amortization of the excess electric distribution
depreciation reserve, which is a component of MTC.

Operation and Maintenance

Operation and Maintenance costs increased $68 million or 7% for the year ended December 31,
2003, as compared to the same periods in 2002. The increase primarily related to higher labor and fringe
benefits of $49 million, due primarily to wage and incentive increases, the costs of an incentive program,
higher pension costs and increased weather and storm-related expenses due to Hurricane Isabel and the
extreme winter weather. Also contributing to the increase were higher bad debt expense of $10 million
due to high winter gas sales and higher DSM costs of approximately $38 million relating to the
increased sales, discussed above. DSM costs are deferred when incurred and amortized to expense when
recovered in revenues. Partially offsetting these increases is a reduction in real estate tax expense of $18
million and the reversal of a $10 million reserve against a regulatory asset that is now being recovered.

Operation and Maintenance expense decreased $14 million or 1% in 2002, as compared-to 2001,
primarily comprised of decreased labor costs of approximately $9 million, decreased use of professional
and contract services of approximately $7 million, $7 million in lower charges for administrative and
general services and lower equipment rental of approximately $8 million. These decreases were offset
by $14 million in increased DSM amortization and increased miscellaneous accounts receivable reserves
of approximately $3 million. -

Depreciation and Amortization

Depreciation and Amortization decreased $37 million or 9% for the year ended December 31,
2003, as compared to the year ended December 31, 2002, due primarily to a $52 million additional
amortization of an excess electric distribution depreciation reserve and an $11 million decrease from the
use of a lower book depreciation rate for electric distribution plant. Partially offsetting this decrease was
a $13 million increase in depreciation expense due to increased plant in service and $9 million increase
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in the amortization of the regulatory asset related to securitization, resulting from higher Securitization
Transition Charge (STC) revenues.

Depreciation and Amortization expense increased $39 million or 11% in 2002, as compared to
2001, primarily due to $37 million in amortization of the regulatory asset related to stranded costs for
securitization, $13 million in increased plant in service and $7 million in gas base rates for plant assets.
Offsetting this increase is $22 million in amortization of an excess electric distribution depreciation
reserve. :

Taxes Other Than Income Taxes

Taxes Other Than Income Taxes is comprised of the Transitional Energy Facility Assessment
(TEFA) tax at PSE&G. Taxes Other Than Income Taxes increased $5 million or 4% for the year ended
December 31, 2003, as compared to the same period in 2002. The change in the amount of the TEFA
related to changes in PSE&G's higher taxable sales in 2003. Legislation enacted in January 2002 freezes
the TEFA unit rate surcharges at the 2001 levels through 2004 and then reduces the rates over the next
three years, phasing out the TEFA by 2007. '

Taxes Other Than Income Taxes increased $10 million or 8% in 2002, as compared to 2001. This
increase was primarily due to a reduction of $6 million in the prior year’s TEFA recorded in 2001 and
an increase of $3 million in the 2002 TEFA due to increased sales. ‘

Other Income

Other Income decreased $9 million or 60% for the year ended December 31, 2003, as compared to
the same period in 2002, due primarily to equity return adjustments to regulatory assets of $11 million
offset by $1 million in increased gains on the disposal of various electric transmission properties.

Other Income decreased $80 million or 84% in 2002, as compared to 2001, due primarily to $65
million related to PSEG’s settlement of an intercompany loan from PSE&G in 2001 and $16 million
related to lower interest income on investments. This was offset by a $6 million gain on disposal of
properties.

Interest Expense

Interest Expense decreased by $16 million or 4% for the year ended December 31, 2003, as
compared to the same period in 2002. These decreases were due primarily to lower interest on
long-term debt of $23 million for the year ended December 31, 2003, as compared to the same period in
2002, due to various maturities and redemptions of approximately $250 million. These decreases were
partially offset by increased short-term interest expense of $2 million due-to higher short-term debt
balances outstanding due to increased working capxtal needs and $6 million in increased interest related
to certain regulatory assets. ’

Interest Expense decreased $52 million or 11% for the year ended December 31, 2002, as
compared to 2001, due to the $14 million in decreased debt redemptions, particularly of short-term debt
in third quarter of 2001 and lower interest rates in 2002, $8 million related to the redemption of a
floating rate note in 2001, the maturity of long-term debt of approximately $14 million, $3 million
related to the repurchase of Pollution Control Bonds, the carrying costs on the deferred repair
allowance of approximately $7 million and "$2 million in New Jersey state accrued tax interest
adjustments. These decreases were partially offset by higher securitization bond interest expense of
approximately $7 million related to PSE&G Transition Funding LLC’s (Transition Funding)
securitization bonds.

Income Taxes

Income Taxes increased by $14 million or 12% for the year ended December 31, 2003, as compared
to the same period in 2002, due primarily to increases in pre-tax Income from Continuing Operations,
offset by tax benefits recorded in 2003 attributable to the actual filing of the 2002 tax return.
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Income taxes increased $26 million or 29% for the year ended December 31, 2002, as compared to
2001, primarily due to prior period tax adjustments recorded in 2001 reflecting the conclusion of the
1994-96 IRS audit.

" Extraordinary Item

As discussed previously, included in the Electric Base Rate Case decision issued by the BPU was a
refund related to revenues collected through the Societal Benefits Charge (SBC) for nuclear
decommissioning. Because this amount reflects the final accounting for PSEG’ generation-related
business pursuant to the four-year transition plan mandated by the Final Order, the adjustment has
been recorded as an $18 million, after-tax, Extraordinary Item as required under Accounting Principles
Board (APB) Opinion No. 30, “Reporting the Results of Operations—Reporting the Effects of
Disposal of a'Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events
and Transactions” (APB 30) and SFAS No. 101, “Regulated Enterprises—Accounting for the
Discontinuation of Application of FASB Statement No. 71”.

Power

Operating Revenues

For the year ended December 31, 2003, Operating Revenues increased approximately $2.0 billion,
as compared to the year ended December 31, 2002, primarily due to an increase in gas supply revenues
of approximately $1.3 billion. The increase is due to 2003 being the first full year of the Basic Gas
Supply Service (BGSS) contract with PSE&G compared to a partial year in 2002 since the contract
commenced in May 2002. Gas revenues for the first four months of 2003, totaled $1.1 billion. Also
contributing to the increase in gas revenues were higher sales volumes and higher gas prices:
Generation revenues also increased approximately $640 million for the year ended December 31, 2003,
as compared to the same period in 2002, due to the increased supply obligations and new operations, as
discussed above, as compared to the same period in 2002.

For the year ended December 31, 2002, Power’s Operating Revenues increased $1.2 billion, as
compared to 2001, primarily due to the inclusion of $804 million of gas revenues relating to its BGSS
contract and off-system gas sales resulting from the operations under the Gas Contracts transferred
from PSE&G in May 2002.-Also contributing to the increase was a $560 million increase in BGS related
revenues, primarily due to the new BGS related revenues from third party wholesale electric suppliers
which went into effect August 1, 2002 which was partially offset by lower MTC revenues of $98 million
mostly due to a 4.9% rate reduction in August 2002 and two 2% rate reductions in August 2001 and
February 2001. Also offsetting the increases were lower net trading revenues of approximately $104
million due to lower trading volumes and prices during 2002, as compared to 2001.

Operating Expenses

Energy Costs

For the year ended December 31, 2003, Energy Costs increased approximately $1.9 billion, as
compared to the same period in 2002, primarily due to a $1.3 billion increase in gas costs due to the
effect of a full year under the BGSS contract combined with higher gas sales volumes and prices and
higher gas, oil and coal costs for generation. The increase in Energy Costs was also due to increased
energy purchases on the spot market, as well as bilateral energy purchases, of approximately $413
million. - Also, Power incurred an increase of approximately $116 million. in network transmission
expenses given that there were no payments for the first seven months in 2002. Additional charges
associated with fuel and energy purchases to-satisfy wholesale power agreements related to its
Connecticut generating facilities totaled approximately $80 million for the year ended December 31,
2003. :
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For the year ended December 31, 2002, Power’s energy costs increased $1 billion compared to 2001
primarily due to increased energy purchase volumes and third party wholesale electric supplier contracts
of approximately $297 million and $738 million of increased gas purchases to satisfy Power’s BGSS
contract with PSE&G. Also contributing to the increase were higher network transmission expenses of
$102 million. These higher expenses were partially offset by a $67 million decrease in NUG purchases.
Additionally, the record capacity factor of its nuclear units enabled Power to produce low cost
generation for a greater portion of its supply needs.

Operation and Maintenance

Operation and Maintenance expense increased $141 million or 18% for the year ended
December 31, 2003 from the comparable period in 2002 due to costs of generating facilities in
Connecticut acquired in December 2002 of $56 million, accretion expense of $24 million associated with
the nuclear decommissioning liabilities, higher pension expense of $20 million, higher nuclear refueling
outage costs of $24 million and other items.

For the period ended December 31, 2002, Operation and Maintenance expense increased $35
million or 5% as compared to the same period in 2001, due primarily to increases caused by scheduled
outage work at electric generating stations.

Depreciation and Amortization

Depreciation and Amortization expense decreased $6 million or 6% for the year ended
December 31, 2003 from the comparable periods in 2002. The net decrease was composed of lower
depreciation costs of approximately $30 million due to the absence of decommissioning charges, which
are no longer recorded as a result of the implementation of SFAS 143, partially offset by higher
depreciation and amortization primarily related to generating facilities in Connecticut acquired in
December 2002 and a higher asset base.

For the period ended December 31, 2002, Depreciation and Amortization expense increased $13
million or 14%, as compared to the same period in 2001, due primarily to increases from Bergen 2 being
placed into service in 2002 and a 2001 reversal of cost of removal reserves.

Other Income

Other Income increased $148 million for the year ended December 31, 2003 from the comparable
period in 2002, due primarily to the recording of realized gains and income on the NDT Fund.

Other Deductions

Other Deductions increased $77 million for the year ended December 31, 2003 from the
comparable period in 2002, due primarily to the recording of realized losses on the NDT Fund.

Interest Expense

Interest Expense decreased by $8 million for the year ended December 31, 2003, as compared to
the same period in 2002. Power incurred additional interest charges of $20 million due primarily to the
new long-term financing of $600 million in June 2002, this increase was more than offset by lower
interest expense on variable rate debt and other lower charges of approximately $15 million.
Additionally, capitalized interest relating to various construction projects reduced interest expense by
approximately $13 million for the year ended December 31, 2003, as compared to the same period in
2002.

Interest Expense decreased $21 million for the year ended December 31, 2002 from the comparable
period in 2001 primarily due to improved financing rates and the repayment of intercompany notes,
which resulted in a decrease in expense of $83 million. Offsetting these reductions were $94 million of
increased interest expense associated with the issuance of the $2.4 billion of senior notes, including $600
million issued in 2002, $124 million of Pollution Control Notes and increased non-recourse financing
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associated with the Lawrenceburg and Waterford construction projects, offset by increased capitalized
interest relating to various construction projects of $32 million.

Income Taxes

Income taxes increased by $13 million or 4% for the year ended December 31, 2003, as compared
to the same period in 2002. The increase was due primarily to higher pre-tax income.

Income Taxes increased $63 million or 25% for the year ended December 31, 2002, as compared to
comparable period in 2001. The increase was due primarily to higher pre-tax income.

Cumulative Effect of Change in Accounting Principle

Upon adbption of SFAS 143 on January 1, 2003, Power recorded a Cumulative Effect of a Change
in Accounting Principle in the amount of $370 million, after-tax. For additional information, see Note 4.
Adoption of SFAS 143 of the Notes.

Energy Holdings

Operating Revenues

For the year ended December 31, 2003 Energy Holdings’ Operating Revenues increased $116
million or 19%, from the comparable period in 2002. Higher electric generation and distribution
revenues at Global of $115 million and $6 million, respectively, was the primary reason for this increase.
This increase was partially offset by lower revenues at Resources of $10 million, as discussed below.

For the year ended December 31, 2002, Energy Holdings’ Operating Revenues increased $155
million or 34%, from the comparable period in 2001. Higher electric generation and distribution
revenues at Global of $116 million and $56 million, respectively, was the primary reason for this
increase. Also contributing to this increase was higher revenues at Resources of $8 million. Partially
offsetting the increase was a lower gain from partnership withdrawal relating to EPCP of $28 million
compared to the same period in 2001. In 2001, Global withdrew from its interest in EPCP in exchange
for a series of payments through 2005, provided certain operating contingencies are met.

Global

For the year ended December 31, 2003, Global’s Operatmg Revenues increased $124 million or
35% from the comparable period in 2002. Contributing to the increase was a $47 million increase from
Skawina CHP (Skawina), a generation facility in Poland, in which Global purchased a majority
ownership in June 2002, a $38 million increase from Salalah, a generation facility.in Oman, which began
commercial operation in May 2003 and a $28 million increase in revenue from GWF Energy LLC
(GWF Energy). This increase in revenue at GWF Energy was due to the Henrietta and Tracy Peaking
Plants becoming operational in the second quarter of 2003 and 2002, respectively and consolidation of
GWF Energy from the fourth quarter 2002 to the fourth quarter 2003. In the second half of 2002,
Global’s ownership of GWF Energy exceeded 75% and under the operating agreement Global gained a
controlling interest. Accordingly, Global consolidated GWF Energy for the first three quarters of 2003
as compared to the first three quarters of 2002 when it was accounted for under the equity method.
Global recommenced recording GWF Energy under the equity method in the fourth quarter of 2003
when its ownership was reduced to less than 75%. Also contributing to the increase was a $19 million
increase in revenue from Sociedad Austral de Electricidad S.A. (SAESA), a distribution facility in
Chile, due to improved sales volume compared to same period in 2002. These increases were partially
offset by the absence of $19 million in revenue from Empresa Distribuidora de Electricidad de Entre
Rios S.A. (EDEERSA), in Argentina, which was abandoned in 2003.

For the year ended December 31, 2002, Global’s, Operating Revenues increased $148 rmlhon or
73% from the comparable period in 2001. The increase was primarily due to the acquisition in the
second half of 2001 of SAESA and FElectroandes, a Peruvian hydroelectric generation and transmission
company, resulting in increased revenue of $97 million and $42 million, respectively. Also contributing
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was $49 million related to the increase in revenues at Skawina, in which Global purchased a majority
ownership in the second quarter of 2002. Revenues increased at the GWF Energy peaker plants by $25
million as the Hanford and Henrietta Peaker Plants became operational in the third quarter of 2001 and
second quarter of 2002, respectively. Partially offsetting these increases was a decrease in revenue of $37
million at EDEERSA due to the economic crisis in Argentina. In addition, in 2001, Global recorded $76
million for the gain on the sale and withdrawal from the EPCP compared to the $47 million recorded
for the withdrawal in 2002, resulting in a reduction of approximately $29 million.

Resources

For the year ended December 31, 2003, Resources’ Operating Revenues, decreased $10 million or
4% from the comparable period in 2002, This decrease was primarily related to a $45 million net
decrease in leveraged lease income and a $6 million decrease in realized income due to the termination
of two leveraged leases in December 2002. Partially offsetting this decrease was the absence of an other
than temporary impairment of non-publicly traded equity securities held within the leveraged buyout
funds of $42 million that was recorded in 2002.

For the year ended December 31, 2002, Resources’ Operating Revenues increased $8 million from
the comparable period in 2001. This increase was primarily due to $45 million from higher leveraged
lease income. The increase was mostly offset by lower net investment results of $39 million, of which
$37 million resulted from other than temporary impairments of non-publicly traded equity securities
within certain leveraged buyout funds and other investments, and $9 million resulted from a net
decrease in the gains on the sale of properties subject to leveraged leases. For further discussion of
other than temporary impairments, see Note 16. Risk Management—Equity Securities of the Notes.
There was also a net increase of $6 million associated with the change in the carrying value of publicly
traded equity securities in certain leveraged buyout funds. The values of the publicly traded equity
securities in 2002 decreased by $10 million compared to the same period in 2001.

Of the $45 million increase in leveraged lease income in 2002, $29 million resulted from a gain due
to a recalculation of certain leveraged leases. A change in an essential assumption which affects the
estimated total net income over the. life of a leveraged lease requires a recalculation of the leveraged
lease, from inception, using the revised information. The change in the net investment .in the leveraged
leases is recognized as a gain or loss in the year the assumption is changed. The change in assumption
which occurred was related to a change in New Jersey tax rates applied in the leveraged lease
calculations. This was due to the restructuring of Resources from a corporation to a limited liability
company, which resulted in the ability to more efficiently match state tax expenses of an affiliate
company with the state tax benefits associated with Resources’ lease portfolio. The remaining $16
million increase in leveraged lease income was due to additional investments in leveraged lease
transactions in 2002 and 2001. ‘

Operating Expenses

For the year ended December 31, 2003 Energy Holdlngs Operatmg Expenses decreased $450
million or 55% from the comparable penod in 2002. This decrease was primarily due to Global’s $511
million write-down of investments in 2002, primarily in Argentina, as well as decreased operating
expenses in 2003 compared to the same period in 2002. Also contributing were decreased expenses at
Global of $28 million related to the abandonment of Global’s Argentine investments, combined with
lower labor and administrative costs due to reduced headcounts. Partially offsetting this decrease was an
increase in operating expenses of $42 million from Skawina and $28 million from Salalah. Also
offsetting the decrease was an increase of approximately $16 million from GWF Energy, primarily due
to the consolidation of this project beginning in the fourth quarter of 2002.

For the year ended December 31, 2002, Energy Holdings’ Operating Expenses increased $626
million from the comparable period in 2001, primarily due to the investment write-down in 2002
discussed above. In addition to the write-down, Operating Expenses, increased $115 million for the year
ended 2002 compared to 2001 primarily due to an increase at SAESA of $64 million and Empresa de
Electricidad de los Andes S.A. (Electroandes) of $20 million, two acquisitions that occurred in the
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second half of 2001 and Skawina of $45 million which became operational in 2002. Partially offsetting
these increases were decreased operating expenses at EDEERSA which was accounted for under the
equity method of accounting for the second half of 2002.

Income from Equity Method Investments

For the year ended December 31, 2003, Energy Holdings’ Income from Equity Method
Investments decreased by $5 million or 4% from the comparable period in 2002. This decrease was
primarily due to lower earnings in 2003 of $17 million at GWF Energy, which was recorded as a
consolidated company for the first three quarters in 2003, as well as decreased earnings at Chilquinta of
$4 million. Partially offsetting this decrease was improved earnings at TIE of $14 million related to
PPA’s entered into in early 2003 and improved market conditions in Texas.

For the year ended December 31, 2002, Energy Holdings’ Income from Equity Method
Investments decreased by $59 million or 33% from the comparable period in 2001. The decrease is due
to lower earnings from Global’s Argentine investments in 2002 of $26 million due to the economic crisis
in Argentina, which led to Global’s abandonment of its assets in Argentina. The decrease also resulted
from reduced earnings of $21 million at the GWF facilities and a $17 million decrease at TIE, both due
to lower energy prices in those markets. Also contributing to this decrease were operational losses at
Prisma of $5 million and reduced earnings at PPN of $3 million. Partially offsetting these decreases were
increased earnings at GWF Energy of $24 million related to the Hanford and Henrietta Peaker Plants,
which became operational in the third quarter of 2001 and second quarter of 2002, respectively.

Other Income

For the year ended December 31, 2003, Energy Holdings’ Other Income decreased by $6 million
from the comparable period in 2002. This decrease is primarily due to the absence of favorable changes
in fair value mainly relating to foreign exchange contracts held by Energy Holdings.

For the year ended December 31, 2002, Energy Holdings’ Other Income increased $22 million,
from the comparable period in 2001. This increase was primarily driven by $11 million of net gains on
foreign exchange contracts from SAESA, with no comparable amount in 2001, and a $14 million gain
on the early retirement of debt in 2002.

Other Deductions

For the year ended December 31, 2003, Energy Holdings’ Other Deductions decreased by $72
million from the comparable period in 2002. The decrease was largely due to a $77 million foreign
currency transaction loss during 2002, which primarily related to Global’s Argentine investments.

For the year ended December 31, 2002, Energy Holdings’ Other Deductions increased $60 million
from the comparable period in 2001 primarily due to higher foreign currency exchange losses, primarily
due to the remeasuring of the U.S. Dollar denominated debt relative to the devaluing Argentine Peso,
which resulted in a loss of $66 million.

Interest Expense

For the year ended December 31, 2003, Energy Holdings’ Interest Expense increased by $1 million
or 1% from the comparable period in 2002.

For the year ended December 31, 2002, Energy Holdings’ Interest Expense increased $34 million or
19% from the comparable period in 2001. The increase was the result of issuing $135 million of 8.625%
Senior Notes in July 2002 and an increase in project level debt at Global. The increase was partially
offset by the repayments of borrowings under the revolving credit facilities.

Income Taxes

For the year ended December 31, 2003, Energy ‘Hold'mgs’ Income Taxes from continuing
operations increased $203 million from the comparable period in 2002. This increase is primarily
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attributed to increased pre-tax income for the year ended December 31, 2003, as compared to pre-tax
losses in the same period in 2002. The pre-tax losses in 2002 resulted from the write-off of $511 million,
primarily related to investments in Argentina.

For the year ended December 31, 2002, Energy Holdings had Income Tax benefits of $144 million,
compared to $58 million of Income Tax Expense in 2001. The tax benefits in 2002 resulted primarily
from the write-offs recorded during 2002, which resulted in a pre-tax loss.

Loss From Discontinued Operations

CPC

Global has a 60% ownership interest in CPC which owns and operates the Rades Power Plant, an
electric generation facility located in Tunisia. In December 2003, Global entered into a purchase and
sale agreement related to its majority interest in CPC for approximately $43 million, plus interest.
Global has reduced its carrying value of CPC to its fair value less cost to sell and recorded a loss on
disposal for the year ended December 31, 2003 of $23 million (after tax). The results of operations of
these discontinued operations for the years ended December 31, 2003, 2002 and 2001 yielded additional
(after tax) losses of $1 million and income of $1 million and $4 million, respectively. See Note 5.
Discontinued Operations of the Notes.

Energy Technologies

Energy Holdings reduced the carrying value of the investments in the 11 HVAC/mechanical
operating companies to their fair value less costs to sell, and recorded a loss on disposal for the year
ended December 31, 2002 of $20 million, net of $11 million in taxes.

During 2003, Energy Holdings re-evaluated the carrying value of Energy Technologies’ assets and
liabilities and determined that market conditions required an additional write-down to fair value less
cost to sell. Energy Holdings recorded an additional loss on disposal of Energy Technologies of $9
million, net of a $3 million tax benefit.

In September 2003, Energy Holdings completed the sale of the remaining companies of Energy
Technologies. The results of operations of these discontinued operations for the years ended Décember
31, 2003, 2002 and 2001 yielded additional (after-tax) losses of $11 million, $21 million and $23 million,
respectively. See Note 5. Discontinued Operations of the Notes.

Tanir Bavi

In the fourth quarter of 2002, Global sold its 74% interest in Tanir Bavi, a 220 MW barge mounted,
combined-cycle generating facility in India. Global reduced the carrying value of Tanir Bavi to the
contracted sales price of $45 million and recorded a loss on disposal of $14 million (after-tax) for the
year ended December 31, 2002. The operating results of Tanir Bavi for the years ended December 31,
2002 and December 31, 2001 yielded (after tax) income of $5 million and $7 million, respectively. See
Note 5. Discontinued Operations of the Notes.

Cumulative Effect of Change in Accounting Principle

In 2002, Energy Holding finalized the evaluation of the effect of adopting SFAS 142 on its recorded
amount of goodwill. Under this standard, PSEG was required to complete an impairment analysis of its
recorded goodwill and record any resulting impairment. The total amount of goodwill impairments was
$121 million, net of tax of $66 million and was comprised of $36 million (after-tax) at EDEERSA, $35
million (after-tax) at RGE, $32 million (after- tax) at Energy Technologies and $18 million (after-tax) at
Tanir Bavi. All of the goodwill on these companies, other than RGE, was fully impaired. In accordance
with SFAS 142, this impairment charge was recorded as of January 1, 2002 as a component of the
Cumulative Effect of a Change in Accounting Principle and is reflected in the Consolidated Statement
of Operations for the year ended December 31, 2002. See Note 3. Recent Accounting Standards of the
Notes. ‘
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In 2001, Energy Holdings adopted SFAS 133, which established accounting and reporting standards
for derivative instruments. Energy Holdings recorded an after-tax gain of $10 million as a result of
adopting SFAS 133.

Other

Global

The following table summarizes the net contribution to Earnings Before Interest and Taxes (EBIT)
by Global’s projects in the following regions for the years ended December 31, 2003, 2002 and 2001.

For the Years Ended
December 31,

Earnings Before Interest and Taxes (EBIT) 2003 2002 2001
. S R ‘ (Millions)
NOFth AMETICA ..ttt et e $ 87 $ 76 $ 87
Latin America . : ‘ ~
Chilquinta . ... e 28 33 32
Electroandes .........c.cooviiiiiiiiiiii i 28 25 1)
195 N 19 16 16
RGE ..\ooeeiee e, TSR 17 6 5
SAE S A e e e 55 51 21
OET(A) - o+ e e e 1 (555) 46
Total Latin America .................... SR 148 (424) 119
Asia Pacific. ... 9 7 9
BUTOPE .o e 24 (18) 3)
India. . .o e 9 1 4
EBIT ... i PR e 277 (358) - 216
Interest Expense(B)..................o.ooni. i L (119) (118) (81)
Income (Loss) Before Income Taxes............................ $158 $(476)  $135

(A) Primarily relates to investments in Argentina which were abandoned in 2002.

(B) For the consolidated projects above, interest associated with nonrecourse debt totaled $31 million,
$26 million and $13 million for the years ended December 31, 2003, 2002 and 2001, respectively.

For additional infqrmation,_ see Note 23. Financial Information by Business Segment of the Notes.

LIQUIDITY AND CAPITAL RESOURCES

The following discussion of liquidity and capital resources is on a consolidated basis for PSEG,
noting the uses and contributions of PSEG’s three direct operating subsidiaries, PSE&G, Power and
Energy Holdings.

Financing Methodology

PSEG, PSE&G, Power and Energy Holdings

Capital requirements for PSE&G, Power and Energy Holdings are met through liquidity provided
by internally generated cash flow and external financings. Although earnings growth has moderated,
PSEG expects to be able to fund existing commitments, reduce debt and meet dividend requirements
using internally generated cash. PSEG, Power and Energy Holdings from time to time make equity
contributions or otherwise provide credit support to their respective direct and indirect subsidiaries to
provide for part of their capital and cash requirements, generally relating to long-term investments.
PSEG does not intend to contribute additional equity to Energy Holdings.
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At times, PSEG utilizes intercompany dividends and intercompany loans (except however, that
PSE&G may not, without prior BPU approval, make loans to its parent or to affiliates that are not its
direct subsidiaries) to satisfy various subsidiary or parental needs and efficiently manage short-term
cash. Any excess funds are invested in short-term liquid investments.

External funding to meet PSEG’s and PSE&G’s needs and a majority portion of the requirements
of Power and Energy Holdings consist of corporate finance transactions. The debt incurred is the direct
obligation of those respective entities. Some of the proceeds of these debt transactions are used by the
respective obligor to make equity investments in its subsidiaries.

As discussed below, depending on the particular company, external financing may consist of public
and private capital market debt and equity transactions, bank revolving credit and term loans,
commercial paper and/or project financings. Some of these transactions involve special purpose entities
(SPEs), formed in accordance with applicable tax and legal requirements in order to achieve specified
beneficial financial advantages, such as favorable legal liability treatment. PSEG consolidates SPE’s, as
applicable, in accordance with Financial Accounting Standards Board (FASB) Interpretation No. 46,
“Consolidation of Variable Interest Entities (VIEs)”(FIN 46). See Note 3. Recent Accounting
Standards of the Notes.

The availability and cost of external capital could be affected by each entity’s performance, as well
as by the performance of their respective subsidiaries and affiliates. This could include the degree of
structural separation between PSEG and its subsidiaries and the potential impact of affiliate ratings on
consolidated and unconsolidated credit quality. Additionally, compliance with applicable financial
covenants will depend upon future financial position and levels of earnings and net cash flows, as to
which no assurances can be given.

Over the next several years, PSEG, PSE&G, Power and Energy Holdings may be required to
extmgulsh or refinance maturing debt and to the extent there is not sufficient internally generated funds
may .incur additional debt and/or provide equity to fund investment activities, Any inability to obtain
required additional external capital or to extend or replace maturing debt and/or existing agreements at
current levels and reasonable interest rates may adversely affect PSEG’s, PSE&G’s, Power’s and Energy
Holdings’ respective financial condition, results of operations and net cash flows.

From time to time, PSEG, PSE&G, Power and Energy Holdings may repurchase portions of their
respective debt securities using funds from operations, asset sales, commercial paper, debt issuances,
equity issuances and other sources of funding and may make exchanges of new securities, including
common stock, for outstanding securities. Such repurchases may be at variable prices below, at or above
prevailing market prices and may be conducted by way of privately negotiated transactions, open-
market purchases, tender or exchange offers or other means. PSEG, PSE&G, Power and Energy
Holdings may utilize brokers or dealers or effect such repurchases directly. Any such repurchases may
be commenced or discontinued at any time without notice.

Power and Energy Holdings

A portion of the financing for Global’s projects and investments is normally provided by non-
recourse project financing transactions. These consist of loans from banks and other lenders that are
typically secured by project assets and/or cash flows. Power’s projects in Ohio and Indiana currently
have similar financing. Nonrecourse transactions generally impose no material obligation on the
parent-level investor to repay any debt incurred by the project borrower. The consequences of
permitting a project-level default includes loss of any invested equity by the parent. However, in some
cases, certain obligations relating to the investment being financed, including additional equity
commitments, may be guaranteed by Global, Energy Holdings and/or Power for their respective
subsidiaries. PSEG has not currently provided any guarantees or credit support to Power and does not
provide guarantees or credit support to Energy Holdings or its subsidiaries.
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Operating Cash Flows

PSEG

For the year ended December 31, 2003, PSEG’s operating cash flow increased by approximately
$135 million from $1.3 billion to $1.4 billion, as compared to the year ended December 31, 2002 due to
net increases from its subsidiaries as discussed below.

PSE&G

PSE&G’s operating cash flow decreased approximately $225 million from $830 million to $605
million for the year ended December 31, 2003, as compared to the year ended December 31, 2002. The
2002 operating cash flow was abnormally high primarily due to the sale of the gas inventory totaling
approximately $415 million in 2002, $183 million of which related to PSE&G’s sale of the gas supply
business to Power. Working capital needs also increased during 2003 due to changes in the over/under
collected balances of PSE&G’s energy clauses and increased Accounts Receivable balances resulting
from higher billings.

Power

Power’s operating cash flow increased approximately $163 million from $417 million to $580 million
for the year ended December 31, 2003, as compared to the year.ended December 31, 2002. The 2002
operating cash flow was abnormally low, due to the purchase of the gas contracts from PSE&G in May
2002 for approximately $183 million and gas storage volume requirements, including higher gas prices,
to meet its BGSS and generation requirements in 2002. However, higher gas prices in 2003 led to higher
working capital requirements for fuels than in 2002.

_Energy Holdings

Energy Holdings’ operating cash flow increased approximately $188 million from $108 million to
$296 million for the year ended December 31, 2003, as compared to the year ended December 31, 2002,
This increase is primarily related to increased earnings and realization of deferred tax assets, partially
offset by a $115 million tax payment in the first quarter of 2003 related to two leveraged lease
transactions at Resources with affiliates of TXU-Europe that were terminated in the fourth quarter of
2002 and other miscellaneous items. Also, Global received a $137 million return of capital from its
investment in GWF Energy that is reflected in financing activities rather than operating cash flows as
that project had been consolidated at that time.

PSEG, PSE&G, Power and Energy Holdings

The cash flow metric PSEG uses to manage the business is cash available to pay down recourse
debt (i.e., excess cash). This metric is calculated by taking PSEG’s operating cash flows, less investing
activities," less dividends and adjusted for the operating and investing activities. of consolidated
subsidiaries of Energy Holdings that do not affect its liquidity position, such as capital expenditures
made by SAESA that are funded locally, rather than through Global.

In 2003, PSEG did not achieve its target of up to $200 million in excess cash due to increased
working capital requirements of about $200 million at PSE&G and Power driven by increases in gas
prices and because of the delay of securitization financing at PSE&G. In the future, PSEG expects
operating cash flows to be sufficient to fund the majority of future capital requirements and dividend
payments. PSEG expects that cash available to pay down recourse debt will increase substantially in the
later part of its business plan as capital expenditures are expected to decrease materially after 2005
when the current construction program at Power is completed.
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Debt Covenants

PSEG, PSE&G, Power and Energy Holdings

PSEG’s, PSE&G's, Power’s and Energy Holdings’ respective credit agreements generally contain
customary provisions under which the lenders could refuse to advance loans in the event of a material
adverse change in the borrower’s business or financial condition.

As explained in detail below, some of these credit agreements also contain maximum debt-to-
equity ratios, minimum cash flow tests and other restrictive covenants and conditions to borrowing.
Compliance with applicable financial covenants will depend upon the respective future financial .
position, level of earnings and cash flows of PSEG, PSE&G, Power and Energy Holdings, as to which
no assurances can be given. The ratios presented below are for the benefit of the investors of the related
securities to which the covenants apply. They are not intended as a financial performance or liquidity
measure. The debt underlying the preferred securities of PSEG, which is presented in Long-Term Debt
in accordance with FIN 46, is not included as debt when calculating these ratios, as provided for in the
various credit agreements.

PSEG

Financial covenants contained in PSEG’ credit facilities include a ratio of debt (excluding
non-recourse project financings, securitization debt and debt underlying preferred securities and
including commercial paper and loans, certain letters of credit and similar instruments) to total
capitalization covenant. This covenant requires that at the end of any quarterly financial period, such
ratio not be more than 70.0%. As of December 31, 2003, PSEG’s ratio of debt to capitalization (as
defined above) was 57.0%. PSEG expects to continue to meet the financial covenants necessary to
maintain its credit ratings.

PSE&G

Financial covenants contained in PSE&G’s credit facilities include a ratio of long-term debt
(excluding securitization debt and long-terrn debt maturing within one year} to total capitalization
covenant. This covenant requires that at the end of any quarterly financial period, such ratio will not be
more than 65.0%. As of December 31, 2003, PSE&G’s ratio of long-term debt to total capitalization (as
defined above) was 54.5%. '

In addition, under its First and Refunding Mortgage (Mortgage), PSE&G may issue new First and
Refunding Mortgage Bonds against previous additions and improvements, provided that its ratio of
earnings to fixed charges calculated in accordance with its Mortgage is at least 2:1, and/or against retired
Mortgage Bonds. As of December 31, 2003, PSE&G’s Mortgage coverage ratio was 3:1 and the
Mortgage would permit up to approximately $1.5 billion aggregate principal amount of new Mortgage
Bonds to be issued against previous additions and improvements.

PSEG and Power

Financial covenants contained in the PSEG/Power joint and several credit facility include a ratio of
debt to total capitalization for each specific borrower. Where PSEG is the borrower, the covenant
described above in PSEG is applicable. Where Power is the borrower, a debt (excluding non-recourse
project financings and including loans, certain letters of credit and similar instruments) to total
capitalization, adjusted for the $986 million Basis Adjustment (see Consolidated Balance Sheets),
covenant applies. This covenant requires that at the end of any quarterly financial period, such ratio will
not exceed 65.0%. As of December 31, 2003, Power’s ratio of debt to capitalization {as defined above)
was 44.7%. ‘

Energy Holdings

In April 2003, Energy Holdings issued $350 million of Senior Notes which contain financial
covenants that include debt incurrence tests consisting of a debt service coverage test and a ratio of
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consolidated recourse indebtedness to recourse capitalization test, which covenants require that Energy
Holdings will not incur additional consolidated recourse indebtedness, other than certain permitted
indebtedness, unless, on a pro forma basis, giving-effect to the incurrence of the additional consolidated
recourse indebtedness: (i) the debt service coverage ratio would be at least 2 to 1 and (ii) the ratio of
consolidated recourse indebtedness to recourse capitalization would not exceed 0.60 to 1. Certain
permitted indebtedness, such as permitted refinancings and borrowings™ are excluded from the
requirements under this test. The provisions of the Senior Notés also restrict Energy Holdings from
selling assets with a net book value greater than 10% of its assets in any four consecutive quarters,
unless the proceeds are used to reduce debt of Energy Holdings or its subsidiaries or are retained by
Energy Holdings.

Energy Holdings entered into a new $200 million three-year bank revolving credit agreement in
October 2003 with a covenant requiring the ratio of Earnings Before Interest, Taxes, Depreciation and
Amortization (EBITDA) to fixed charges to be greater than 1.75x. As of December 31, 2003, Energy
Holdings’ coverage of this covenant was 2.60x. Additionally, Energy Holdings must maintain a ratio of
net debt to EBITDA of less than 5.25. As of December 31, 2003, Energy Holdings’ ratio under this
covenant was 3.87. Energy Holdings is a co-borrower under this facility with Global and Resources,
which are joint and several obligors. The terms of the agreement include a pledge of Energy Holdings’
membership interest in Global, restrictions on the use of proceeds related to material sales of assets and
the satisfaction of certain financial covenants. Cash proceeds from asset sales in excess of 5% of total
assets of Energy Holdings during any 12-month period must be used to repay any outstanding amounts
under the credit agreement. Cash proceeds in excess of 10% must be retained by Energy Holdings or
used to repay the debt of Energy Holdings, Global or Resources.

Energy Holdings has been informed that its indirect subsidiary, CPC, has incurred a non payment-
related default under its non-recourse project financing. There are no cross-defaults associated with this
technical default. CPC is seeking a waiver and although no acceleration of the approximately $160
million of outstanding project debt is expected, no assurances can be given.

Cross Default Provisions

PSEG, PSE&G, Power and Energy Holdings

The PSEG credit agreements contain default provisions under which a default by it, PSE&G or
Power in an aggregate amount of $50 million or greater would result in a default and the potentlal
acceleration of payment under those agreements.

PSEG’s bank credit agreements and note purchase agreements {collectively, Credit Agreements)
related to its private placement of debt contain cross default provisions under which certain payment
defaults by PSE&G or Power, certain bankruptcy events relating to PSE&G or Power, the failure by
PSE&G or Power to satisfy certain final judgments or the occurrence of certain events of default under
the financing agreements of PSE&G or Power, would each constitute an event of default under the
PSEG Credit Agreements. It is also an event of default under the PSEG Credit Agreements if PSE&G
or Power ceases to be wholly-owned by PSEG.

PSEG removed Energy Holdings from all cross default provisions effective with the cancellation of
Energy Holdings’ $495 million revolving credit agreement in September 2003. In October 2003, Energy
Holdings entered into a new three-year bank revolving credit agreement in the amount of
approximately $200 million that does not include PSEG-level covenants other than the maintenance of
ownership of at least 80% of the capital stock of Energy Holdings.

PSE&G

PSE&G’s Mortgage has no cross-defaults. The PSE&G Medium-Term Note Indenture has a cross-
default to the PSE&G Mortgage. The credit agreements have cross-defaults under which a default by
PSE&G in the aggregate of $50 million or greater would result in an event of default and the potential
acceleration of payment under the credit agreements.
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Power

The Power Senior Debt Indenture contains a default provision under which a default by it, Nuclear,
Fossil or ER&T in an aggregate amount of $50 million would result in an event of default and the
potential acceleration of payment under the indenture. There are no cross-defaults within Power’s
indenture from PSEG, Energy Holdings or PSE&G.

Energy Holdings

Energy Holdings’ Credit Agreement and Senior Note Indenture contain default provisions under
which a default by it, Resources or Global in an aggregate amount of $25 million or greater would result
in an event of default and the potential acceleration of payment under those agreements or the

- Indenture.

Ratings Triggers

PSEG, PSE&G, Power and Energy Holdings

The debt indentures and credit agreements of PSEG, PSE&G, Power and Energy Holdings do not
contain any material “ratings triggers” that would cause an acceleration of the required interest and
principal payments in the event of a ratings downgrade. However, in the event of a downgrade, any one
or more of the affected companies may be subject to increased interest costs on certain bank debt and
certain collateral requirements.

PSE&G

In accordance with the BPU credit requirements under the BGS contracts that PSE&G enters into
with suppliers, PSE&G is required to maintain an investment grade credit rating. If PSE&G were to
lose its investment grade rating, PSE&G would be required to file with the BPU a plan to assure
continued payment for the BGS requirements of its customers.

Power

In connection with its energy marketing and trading activities, Power must meet certain credit
quality standards required by counterparties. If Power loses its investment grade credit rating, ER&T
would have to provide credit support (letters of credit or cash), which would materially impact the cost
of its energy trading activities. In addition, all master agreements and other.supply contracts contain
margin and/or other collateral requirements that, as of December 31, 2003, could require Power to post
additional collateral of approximately $377 million if Power were to lose its investment grade credit
rating and all counterparties to contracts in which Power is “out-of-the money” were entitled to and
called for collateral. Providing this credit support would increase Power’s costs of doing business and
could limit Powers ability to successfully conduct its energy trading operations. See Note 17.
Commitments and Contingent Liabilities of the Notes.

Energy Holdings

Energy Holdings and Global posted letters of credit of approximately $9 million and $35 million for
certain of their equity commitments in September 2003 and October 2003, respectively, as a result of
Energy Holdings’ ratings falling below investment grade. The letters of credit totaling $35 million issued
in October 2003 have been reduced to approximately $10 million as of December 31, 2003. Under
existing agreements, no further letters of credit will need to be posted should there be a future
downgrade.
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Credit Ratings

PSEG, PSE&G, Power and Energy Holdings

. The current ratings of securities of PSEG and its subsidiaries are shown below and reflect the
respective views of the rating agencies. Any downward revision or withdrawal may adversely affect the
market price of PSEG’s, PSE&G’s, Power’s and Energy Holdings’ securities and serve to increase those
companies’ cost of capital and limit their access to capital. All ratings have a stable outlook unless
otherwise noted. (N) denotes a negative outlook. There is no assurance that the ratings will continue for
any given period of time or that they will not be revised by the rating agencies, if, in their respective
judgments, circumstances so warrant. Each rating given by an agency should be evaluated
independently of the other agencies’ ratings. The ratings should not be construed as an indication to
buy, hold or sell any security.

The financial objectives for PSEG include maintaining credit ratings for éach of PSEG, PSE&G,
Power and Energy Holdings. To accomplish this, PSEG expects to improve its funds from operations
and interest coverage ratios and continue to lower its leverage ratio over the planning period. Failure to
meet these targets could lead to a lower credit rating.

In the fourth quarter of 2003, Standard & Poor’s (S&P) affirmed the corporate credit ratings of
PSEG, PSE&G and Power, and downgraded the credit rating of Energy Holdings from BBB- to BB-.
Moody’s Investors Service (Moody’s) similarly has recently affirmed the credit ratings of PSEG, PSE&G
and Power and downgraded Energy Holdings’ credit rating from Baa3 to Ba3. These actions concluded
the review for possible downgrade of Power and Energy Holdings that was initiated by Moody’s in June
2003. On September 26, 2003, Moody’s confirmed PSEG’s P2 commercial paper rating. The current
ratings of securities of PSEG and its subsidiaries are shown below:

Moody’s(A) S&P(B) _ Fiteh(C)

PSEG: ‘

Preferred Securities...........c.ooviieniiicn... Baa3(N) BB+ BBB(N)

Commercial Paper.............coooiiviiin, P2(N) A2 Not Rated
PSE&G:

Mortgage Bonds ...t A3 A- . A(N)

Preferred Securities(D) ............cocoiiiiatn. Baa3 BB+ BBB+(N)

Commercial Paper.......... e P2 A2 F1
Power:

Senior Notes ..o, Baal BBB BBB+
Energy Holdings:

Senior Notes .......cocoviviiiiiiiiiiineiiin, Ba3(N) BB- BBB-

(A) Moody’s ratings range from Aaa (highest) to C (lowest) for long-term securmes and P-1 (highest)
to NP (lowest) for short-term securities.

(B) S&P ratings range from AAA (highest) to D (lowest) for long-term securities and A-1 (highest) to
D (lowest) for short-term securities.

(C) Fitch ratings range from AAA (highest) to D (lowest) for long-term securities and F-1 (highest) to
D (lowest) for short-term securities.

(D) Rating for PSE&G Cumulative Preferred Stock without Mandatory Redemption.
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Short-Term Liquidity

PSEG, PSE&G, Power and Energy Holdings

As of December 31, 2003, PSEG and its subsidiaries had a total of approximately $1.9 billion of
committed credit facilities with approximately $1.5 billion of available liquidity under these facilities,
supplemented by cash investments of approximately $200 million. In addition to this amount, PSEG and
PSE&G have access to certain uncommitted credit facilities. Neither PSEG nor PSE&G had any loans
outstanding under these facilities as of December 31, 2003 Each facility is restncted to availability and
use to the specific companies as listed below. .

. Available
Expiration Total Primary | Usage at  Liquidity at
Company _ Date Facility Purpose ‘ 12/31/2003  12/31/2003
: (Millions)
PSEG:
364-day Credit Facility ...... March 2004 $350  CP Support $299 $ 51
5-year Credit Facility........ March 2005 $280 CP Support . $ — $280
3-year Credit Facility........ December 2005 $350 CP Support/ $ 1(C) $340
Funding/Letters
of Credit
Uncommitted Bilateral
Agreement................ N/A N/A  Funding ‘ $ — N/A
PSE&G: »
364-day. Credit Facility ...... June 2004 $200 CP Support $ — $200
3-year Credit Facility........ June 2005 $200 CP Support $ — $200
Uncommitted Bilateral ‘ |
Agreement................ N/A N/A  Funding ‘ $ — N/A
PSEG and Power:
364-day Credit Facility(A)... March 2004 $250 CP Support/ $ — $250
Funding .
Power:
3-year Credit Facility........ August 2005 $ 25 Funding/Letters $19(C) §$ 6
of Credit
Energy Holdings: ;
3-year Credit Facility(B) .... October 2006 $200  Funding/ $ S6(C) $144
Letters of
Credit

(A) PSEG/Power co-borrower facility

(B) The facility could be reduced to a total of $100 million on June 30, 2004 if available liquidity during
the period, after repayment of the Energy Holdings’ Senior Notes due in February 2004 to June 30,
2004 does not reach $100 million for 15 days.

(C) These amounts relate to letters of credit outstanding.

Energy Holdings

As of December 31, 2003, in addition to amounts outstanding under Energy Holdings® credit
facilities shown in the above table, subsidiaries of Global had $35 million of non-recourse short-term
financing at the project level. As of December 31, 2003, Energy Holdings had loaned $300 million of
excess cash to PSEG. For information regarding affiliate borrowings, see Note 26. Related-Party
Transactions of the Notes.
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External Financings

PSEG

On October 7, 2003, PSEG issued $356 million (approximately 8.8 million shares) of common
equity. Proceeds from the offering were used for the repayment of short-term debt.

In 2002, PSEG began issuing shares of its common stock under its Dividend Reinvestment Program
and Employee Stock Purchase Plan, rather than purchasing shares on the open market. For the year
ended December 31, 2003, PSEG issued approximately 2.1 million shares for approximately $85 million
pursuant to these plans.

Dividend payments on common stock for the year ended December 31, 2003 were $2.16 per share
and totaled approximately $493 million. In January 2004, PSEG’s Board of Directors approved an
increase in the quarterly dividend by $0.01 per share, from $0.54 to $0.55. Future dividends declared will
be dependent upon PSEG's future earnings, cash flows, financial requirements, alternative investment
opportunities and other factors.

PSE&G

In January 2003, PSE&G issued $150 million of 5.000% Medium-Term Notes due 2013. The
proceeds of this issuance were used to repay $150 million of 6.875% Series MM Mortgage Bonds which
matured in January 2003.

Also in January 2003, PSEG contributed $17O mﬂhon to PSE&G to support its capital structure.
PSE&G paid a common stock dividend of approximately $200 million to PSEG in September 2003.

In June 2003, $150 million of 8.875% Series DD Mortgage Bonds matured.

In September 2003, PSE&G issuéd $300 million of 5.375% Medium-Term Notés due 2013. The
proceeds of this. issuance were used to both repay short-term debt incurred to pay for the previously
matured $150 million of Series DD Mortgage Bonds, as well as to reduce other short-term debt.

In November 2003, PSE&G issued $250 million of 4.000% Medium-Term Notes due 2008. The
proceeds of this issuance were used to retire $60 million and $95 million of its subordinated debt which
supported cumulative Monthly Income Preferred Securities and cumulative Quarterly Income Preferred
Securities, respectively, in December as detailed below and to reduce short-term debt. )

During 2003, PSE&G Transition Funding LLC repaid approximately $129 million of its transition
bonds.

On December 31, 2003, PSE&G Capital, L.P, a limited partnership of which PSE&G is the sole
general partner, redeemed all of its $60 million outstanding 8.000% Cumulative Monthly Income
Preferred Securities, Series B at a price of $25 per preferred security for approximately $60 million.

On December 31, 2003, PSE&G Capital Trust 11, a statutory trust of which PSE&G is the sole
depositor, redeemed all of its $95 million outstanding 8.125% Cumulative Quarterly Income Preferred
Securities, Series B at a price of $25 per preferred security for approximately $95 million.

In December 2003, PSE&G redeemed $64 million of its 5.700% First and Refunding Mortgage
Bonds, Pollution Control Series L due 2028 (Series L Bonds) and '$145 million of its 5.550% First and
Refunding Mortgage Bonds, Pollution Control Series N due 2033 (Series N Bonds). Each of these series
of mortgage bonds serviced and secured like principal amounts of pollution control revenue refunding
bonds of The Pollution Control Financing Authority of Salem County, New Jersey (Salem Authority).
The Series L Bonds and the Series N Bonds were refinanced through the issuance of new series of
mortgage bonds that are multi-mode and that were initially issued in a floating rate 35-day auction
mode. The Series L Bonds were refinanced by the issuance of $64 million of First and Refunding
Mortgage Bonds, Pollution Control Series Y due 2028, with an initial auction rate of 1.100%. The Series
N Bonds were refinanced by the issuance of three separate series of mortgage bonds: $50 million First
and Refunding Mortgage Bonds, Pollution Control Series Z due 2033 with an initial rate of 1.140%, $50
million First and Refunding Mortgage Bonds, Pollution Control Series AA due 2033 with an initial rate
of 1.100%, and a $45.2 million First and Refunding Mortgage Bonds, Pollution Control Series AB due
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2033 with an initial rate of 1.150%. Similarly, these new mortgage bonds service and secure like
principal amounts of pollution control revenue refunding bonds of the Salem Authority.

Power . v
In December 2003, PSEG contributed approximately $150 million of equity to Power.

In December 2003, Power issued $300 million of 5.500% Senior Notes due 2015. The proceeds of
this issuance were used to repay intercompany debt and for general corporate purposes.

Energy Holdings

In April 2003, Energy Holdings, in a private placement, issued $350 million of 7.750% Senior Notes
due in 2007. The proceeds were used in part to repay PSEG Capital’s remaining $252 million of 6.250%
Medium-Term Notes that matured in May 2003. The remaining proceeds from the sale of the Senior
Notes were used for general corporate purposes. In July 2003, Energy Holdings completed an exchange
of the Senior Notes for registered securities.

In September 2003, Energy Holdings repurchased approximately $12 million of its outstanding
Senior Notes. In February 2004, Energy Holdings redeemed the remaining $267 million of these Senior
Notes at maturity. In addition, Energy Holdings expects to redeem approximately $75 million of
preferred securities held by PSEG in the first quarter of 2004. ,

In addition, as detailed below, a number of entities in which Global has invested engaged in
financing transactions, each of which is non-recourse to Global and Energy Holdings:

During January and February of 2003, Sociedad Austral de Electricidad S.A. (SAESA) and
Empresa Electrica de la Frontera S.A. (Frontel), two distribution companies in Chile, refinanced certain
short-term obligations through a combination of bonds, a syndicated bank facility and equity from
Global. SAESA issued two series of bonds equivalent to $117 million with respective final maturities in
2009 and 2023. Frontel executed a syndicated loan facility equivalent to $23 million with final maturity
in 2010. In addition, during January 2003, Global made equity contributions to SAESA and Frontel
totaling $55 million.

In March 2003, Electroandes, a generation facility in Peru, refinanced a $100 million bridge loan
with a $70 million seven-year amoitizing facility and two $15 million one-year facilities (each
guaranteed by Energy Holdings). Additionally, in June 2003, Electroandes sold $50 million of bonds in
the local market. These bonds have a 6.440% coupon and mature in 2013. The bonds include a five-year
grace period on principal payments. Proceeds from this bond issue were used to repay the two $15
million one-year facilities, at which time the related guarantees by Energy Holdings were eliminated,
along with $20 million of the $70 million seven-year facility.

In September 2003, Electroandes sold an additional $30 million of Peruvian Sol denominated bonds
with a coupon of 6.000%. The proceeds from this bond issue were used to repay $30 million of the $50
million balance of the seven-year facility. In the fourth quarter of 2003, Electroandes completed the
refinancing of the final $20 million of the seven-year facility with a ten-year bond issued at 5.875%.

In May 2003, GWF Power Systems, L.P. (GWF) and Hanford L.P. (Hanford) closed on a $55
million syndicated bank loan along with an additional $7 million letter of credit facility. Interest on this
bank loan is at LIBOR plus 2.000% through September 30, 2004 and LIBOR plus 2.250% thereafter.
Global and Harbert Power (Harbert) each own 50% of GWF and Hanford. GWF and Hanford used the
net proceeds from the bank loan to pay back investments from Global and Harbert. Global received a
cash distribution of approximately $27 million in May 2003 and reduced its investment in GWF to $66
million as of September 30, 2003. A

In September 2003, GWF Energy issued $226 million of 6.131% senior secured notes that mature
on December 30, 2011. The note proceeds were used by GWF Energy to repay a $45 million bank loan
that matured on September 30, 2003, to make distributions to its members and for general corporate
purposes. GWF Energy also closed a $35 million letter of credit and working capital facility
simultaneous with the issuance of the notes. The bank facility is available to GWF Energy to provide
letters of credit to fund the debt service reserve account required by the notes’ indenture and to secure
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project obligations. The portion of the bank facility that is not used to provide letters of credit may be
used to provide working capital loans to GWF Energy up to a maximum of $7.5 million. GWF Energy
has approximately $27 million of issued and undrawn letters of credit outstanding under the bank
facility and approximately $8 million available for working capital loans and/or additional letters of
credit, subject to the $7.5 million cap on working capital loans. GWF Energy made cash distributions to
Global prior to September 30, 2003 of approximately $137 million from the proceeds of this financing.

As of December 31, 2003, RGE had total outstanding debt equivalent to approximately $240
million of which approximately $204 million matures over the next two years. RGE is currently in
discussions with various financial institutions to obtain financing for approximately $35 million.
Proceeds from these facilities will be used to refinance certain short-term obligations and to fund capital
expenditures. Due to the macroeconomic conditions in Brazil, the country’s debt markets have become
increasingly short term in nature, impacting RGE’s ability to refinance on a long-term basis, which could
negatively impact RGE’s liquidity and increase their costs of borrowing. RGE’s current average interest
rate is approximately 18%.

OCI Charge for Pension Liability

'PSEG, PSE&G, Power and Energy Holdings

PSEG maintains certain pension plans for the benefit of its and its subsidiaries’ employees. Due to
general market conditions in 2002, the master trust fund for PSEG’s pension plans experienced
significant unrealized losses and deteriorated below the accumulated benefit obligation (ABO) of these
plans. In accordance with SFAS No. 87, “Employers Accounting for Pensions” (SFAS 87), PSEG,
PSE&G, Power and Energy Holdings were required to record a minimum pension liability on their
respective Consolidated Balance Sheets as of December 31, 2002. As calculated under SFAS 87, a
minimum pension liability was recorded because the ABO of the plan exceeded the fair value of the
plan assets as of December 31, 2002. The excess of the ABO over the fair value of the plan assets was
recorded as a charge to OCI within the equity section of the Consolidated Balance Sheets. The
offsetting adjustment was recorded as a pension liability or as a reduction of certain pension plan
intangible assets as applicable. The minimum pension liabilities totaling $289 million related to the
qualified pension plans were reversed as of December 31, 2003, as the fair value of the pension plan
assets exceeded the ABO. This was achieved by improved conditions in the financial markets, as well as
contributions by the respective companies of approximately $210 million during 2003. In 2004, PSEG
plans to contribute approximately $90 million to fund the pension plans. For additional information, see
Note 21. Pension, Other Postretirement Benefit (OPEB) and Savings Plans of the Notes.
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CAPITAL REQUIREMENTS

Forecasted Expenditures

PSEG, Power and Energy Holdings

PSEG, Power and Energy Holdings have materially reduced their respective capital expenditure
forecasts in response to tightening market conditions resulting from market and lender concerns
regarding the overall economy and the industry in particular, including an investor and rating agency
focus on leverage ratios. :

It is expected that the majority of each subsidiary’s capital requirements over the next five years
will come from internally generated funds, with the balance to be provided through equity from PSEG
(other than to Energy Holdings) and by the issuance of debt at the project level. Projected construction
and investment expenditures, excluding nuclear fuel purchases, for PSEG’s subsidiaries for the next five
years are as follows: ‘

2004 2005 2006 2007 2008

(Millions)

PSE&G

Facilities SUpPort ... ....ovneinereen et iieeaenns % 40 $45 $45 $70 $90
Environmental/Regulatory.............coooiiiiiiiiiiiinna.., 20 15 20 20 20
Facility Replacement ..........coovniiiiiiiiiiiiiiiinienienn, 160 135 150 145 155
System Reinforcement .......... .ot 90 100 90 95 90
New BUSiness ........oiniiiii i 150 145 150 155 155
Total PSE&G ....................ccooiiiiiiiiiii 460 440 455 485 510
Power » : o

Non-recurring (new MWs and Environmental) ................. 590 150 75 75 80
MaintEnAMNCE .. .vtentetneitent et ii it eea s 110 140 100 90 110
Total Power ........ ...ttt i, 700 290 175 165 190
Energy Holdings . ...... ... .. . ... iiiiiiiiiiiiiininnnns. 40 30 15 20 20
OBRET ... oo e 20 10 10 10 15
Total PSEG .......... ..ot iiienees $1,220 $770 $655 $680 $735

PSE&G

PSE&G projects future capital needs for additions to its transmission and distribution systems to
meet expected growth and to manage reliability.

Power

Power has revised its schedule for completion of several projects under development to provide
better sequencing of its construction program with anticipated market demand. In 2003, Power made
approximately $655 million of capital expenditures, primarily related to developing the Lawrenceburg,
Indiana, Waterford, Ohio and Bethlehem, New York (Albany) sites and adding capacity to the Linden
station in New Jersey. The Waterford, Ohio facility was placed in service in August 2003.

Energy Holdings

Energy Holdings’ capital needs in 2004 will be limited to fulfilling existing contractual and potential
contingent commitments. The balance relates to capital requirements of consolidated subsidiaries, which
will be financed from internally generated cash flow within the projects, from local sources on a non-
recourse basis or discretionary investments at Energy Holdings.

In 2003, Energy Holdings invested approximately $307 million of capital expenditures, primarily
related to capital projects at SAESA, Salalah, Elcho and the GWF Energy plants. This amount
exceeded Energy Holdings’ original 2003 plan largely due to capital expenditures at Global’s
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investments using internally generated funds or local financing, but is included in Energy Holdings’
capital expenditures as certain of these investments are consolidated. Approximately $133 million of
this amount was funded by Energy Holdings’ equity contributions to Global primarily to fulfill existing
commitments for projects in construction. ,

Disclosures about Long-Term Maturities, Contractual and Commercial Obligatibns and Certain
Investments

The following tables, reflect PSEG’ and its subsidiaries’ contractual cash obligations and other
commercial commitments in the respective periods in which they are due. In' addition the table
summarizes anticipated recourse and non-recourse debt maturities for the years shown. The chart below
does not reflect debt maturities of non-consolidated investments. If those obligations were not able to
be refinanced by the project, Energy Holdings may elect to make' additional contributions in these
investments. For additional mformatlon see Note 15. Schedule of Consolidated Debt of the Notes.

Total Less
Amounts Than - 2-3 4-5 Over
Contractual Cash Obligations Committed 1 year years  years 5 years
(Millions)
Short-Term Debt Maturities:
PSEG......covevvieennn e, e $ 299 $29 § — $§ — $ —
Energy Holdings ................. R e 2 2 — — —
Long-Term Debt Maturities: ’ ' a ‘
Recourse Debt Maturities ‘ C ‘
PSEG (A) /............ FUTT e, PN 1462 ©  — - 98 558 806
PSE&G ..ottt tiiiie e i 3,330 286 272 363 2,409
Transition Funding (PSE&G)................... 2,222 137 302 331 1,452
Power...........oocvvininn. O e 2,816 — 500 -— 2316
Energy Holdings .. ............ e 2,067 - 267 — 857 943
Non-Recourse Project Financing ~ - o : ’ ‘
o T 800 ' — 800  — _—
Energy Holdings ..., : 974 - 36 99 147 692
Capital Lease Obligations - » :
PSEG ... e _ 76 6 13 14 43
Power............ e e e : 18 1 J2. 4 11
Operating Leases , : L
PSE&G ..ot e 11 3 5 3 —
Energy Holdings ............coiiiiiiiiienn, oo 48 8 13 11 16
Services ............ e DU T e 8 1 2 2
Energy Related Purchase Commitments
POwWer .. .o e 1,493 414 510 336 233
Restructuring Commitments
| L 6 6 —_ — —
Energy Holdings ..................c.ccoiat 4 4 e —
Total Contractual Cash Obligations ................... - $15636 $1,470 $2,616 $2,626 $8,924
Standby Letters of Credit : . ‘ . : ‘
POWET vttt it S T4 4 — 8 — 8 —
Energy Holdings ................coooilh e 56 51 5 — —
Guarantees and Equity Commttments : e
Power.......ooiiiiiiii s 25 25 — — —
Energy Holdings ...........ccooviiiiiiiiiiininn, 125 — — 49 76
Total Commercial Commitments ...................... $ 280 $ 150 $- 5 $ 49 $ 76

(A) Includes debt’supporting trust preferréd- éecurities of $1.2 billion.

* Power has also entered into contractual commitments for a variety of services for which ‘annual
amounts are not quantifiable. See Note 17. Commitments and.Contingent Liabilities.
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OFF BALANCE SHEET ARRANGEMENTS

Power

Power issues guarantees in conjunction with certain of its energy trading activities, see Note 17.
Commitments and Contingent Liabilities of the Notes for further discussion.

Energy Holdings

Global has certain investments that are accounted for under the equity method in accordance with
accounting principles generally accepted in the U.S. (GAAP). Accordingly, amounts recorded on the
Consolidated Balance Sheets for such investments represent Global’s equity investment, which is
increased for Global’s pro-rata share of earnings less any dividend distribution from such investments.
The companies in which PSEG invests that are accounted for under the equity method have an
aggregate $1.8 billion of debt on their combined, consolidated financial statements. PSEG’s pro-rata
share of such debt is $800 million. This debt is non-recourse to PSEG, Energy Holdings and Global.
PSEG is generally not required to support the debt service obligations of these companies. However,
default with respect to this non-recourse debt could result in a loss of invested equity.

Resources has investments in leveraged leases that are accounted for in accordance with SFAS
No. 13, “Accounting for Leases.” Leveraged lease investments generally involve three.parties: an
owner/lessor, a creditor and a lessee. In a typical leveraged lease financing, the lessor purchases an asset
to be leased. The purchase price is typically financed 80% with debt provided by the creditor and the
balance comes from equity funds provided by the lessor. The creditor provides long-term ﬁnancmg to
the transaction, and is secured by the property subject to the lease. Such long-term financing is non-
recourse to the lessor. As such, in the event of default, the leased asset, and in some cases the lessee,
secure the lcan. As a lessor, Resources has ownership rights to the property and rents the property to
the lessees for use in their business operation. As of December 31, 2003, Resources’ equity investment
in leased assets was approximately $1.4 billion, net of deferred taxes of approximately $1.6 billion. For
additional information, see Note 12. Long-Term Investments of the Notes.

In the event that collectibility of the minimum lease payments to be received by the lessor is no
longer reasonably assumed, the accounting treatment for some of the leases may change. In such cases,
Resources may deem that a lessee has a high probability of defaulting on the lease obligation. Should
Resources ever directly assume a debt obligation, the fair value of the underlying asset and the
associated debt would be recorded on the Consolidated Balance Sheets instead of the net equity
investment in the lease.

Energy Holdings have guaranteed certain obligations of their subsidiaries or affiliates related to
certain projects. See Note 17. Commitments and Contingent Llablhtles of the Notes for further
discussion.

CRITICAL ACCOUNTING ESTIMATES

PSEG, PSE&G, Power and Energy Holdings

Under GAAP, there are many accounting standards that require the use of estimates, variable
inputs and assumptions (collectively referred to as estimates) that are subjective in nature. Because of
this, differences between the actual measure realized versus the estimate can have a material impact on
results of operations, financial position and cash flows. The managements of PSEG, PSE&G, Power and
Energy Holdings have each, respectively, determined that the following estimates are considered critical
to the application of rules that relate to its business. ‘

Accounting for Pensions

PSEG, PSE&G, Power and Energy Holdings account for pensions under SFAS 87. Pension costs
under SFAS 87 are calculated using various economic and demographic assumptions. Economic
assumptions include the discount rate and the long-term rate of return on trust assets. Demographic
assumptions include projections of future mortality rates, pay increases and retirement patterns. In
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2003, PSEG recorded pension expense of $147 million, compared to $89 million in 2002 and $58 million
in 2001. Additionally, in 2003, PSEG and its respective subsidiaries contributed cash of approximately
$210 million compared to cash contributions of $240 million in 2002, and $90 million in 2001.

PSEG’s discount rate assumption, which is determined annually, is based on the rates of return on
high-quality fixed-income investments currently available and expected to be available during the period
to maturity of the pension benefits. The discount rate used to calculate pension obligations is
determined as of December 31 each year, PSEG’s SFAS 87 measurement date. The discount rate used
to determine year-end obligations is also used to develop the following year’s net periodic pension cost.
The discount rates used in PSEG’s 2002 and 2003 net periodic pension costs were 7.25% and 6.75%,
respectively. PSEG’s 2004 net periodic pension cost was developed using a discount rate of 6.25%.

PSEG’s expected rate of return on plan assets reflects current asset allocations, historical long-term
investment performance, and an estimate of future long-term returns by asset class using input from
PSEG’s actuary and investment advisors, as well as long-term inflation assumptions. For 2002, and 2003,
PSEG assumed a rate of return of 9.0% on PSEG’s pension plan assets. For 2004, PSEG has reduced
the rate of return assumption to 8.75%.

As indicated above, the 2004 pension expense is calculated using a reduced discount rate of 6.25%,
which is based on high-quality fixed-income rates as of December 31, 2003, and a reduced expected rate
of return on plan assets of 8.75%. However, PSEG’s 2004 pension costs are expected to decrease
significantly as a result of the material increase in the value of its pension funds during 2003. This
increase was driven by PSEG’s contributions of approximately $210 million and a 2003 return of 25%.

Based on the above assumptions, PSEG has estimated net period pension costs of approximately
$90 million and contributions of up to $100 million in 2004. As part of the business planning process,
PSEG has modeled its future costs assuming an 8.75% rate of return and the return to a 6.75% discount
rate for 2005 and beyond. Based on these assumptions, PSEG has estimated net period pension costs of
approximately $60 million in 2005 and $50 million in 2006. Actual future pension expense and funding
levels will depend on future investment. performance, changes in discount rates, market conditions,
funding levels relative to PSEG’s Pension Benefit Obligation (PBO) and ABO and various other factors
related to the populations participating in PSEG’s pension plans.

The following chart reflects the sensitivities associated with a change in certain actuarial
assumptions. The effects of the assumption changes shown below solely reﬂect the impact of that
specific assumption.

As of December 31, 2003 Increase to

Change/ Impact on Pension Pension Ex})ense
Actuarial Assumption Current  (Decrease) Benefit Obligation i 0.
(Millions)
Discount Rate ........ccovvveveennnnnns. 6.25% (1%) $473 $81
Rate of Return on Plan Assets.......... 8.75% (1%) $ — $27

Accounting for Deferred Taxes

PSEG, PSE&G, Power and Energy Holdings provide for income taxes based on the asset and
liability method required by SFAS No. 109, “Accounting for Income Taxes.” Under this method,
deferred tax assets and liabilities are recognized for the future tax consequences attributable to
differences between the financial statement carrying amounts of existing assets and liabilities and their
respective tax bases, as well as net operating loss and credit carryforwards.

PSEG, PSE&G, Power and Energy Holdings evaluate the need for a valuation allowance against
their respective deferred tax assets based on the likelihood of expected future taxable income. PSEG,
PSE&G, Power and Energy Holdings do not believe a valuation allowance is necessary; however, if the
expected level of future taxable income changes or certain tax planning strategies become unavailable,
PSEG, PSE&G, Power and Energy Holdings would record a valuation allowance through income tax
expense in the period the valuation allowance is deemed necessary. Resources’ and Global’s ability to
realize their deferred tax assets are dependent on PSEG’s subsidiaries’ ablhty to generate ordinary
income and capital gains.
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PSE&G
Unbilled Revenues

Electric and gas revenues are recorded based on services rendered to customers during each
accounting period. PSE&G records unbilled revenues for the estimated amount customers will be billed
for services rendered from the time meters were last read to the end of the respective accounting
period. Unbilled usage is calculated in two steps. The initial step is to apply a base usage per day to the
number of unbilled days in the period. The second step estimates seasonal loads based upon the time of
year and the variance of actual v'degree-days and temperature-humidity-index hours of the unbilled
period from expected norms. The resulting usage is priced at current rate levels and recorded as
revenue. A calculation of the associated energy cost for the unbilled usage is recorded as well. Each
month the prior month’s unbilled amounts are reversed and the current month’s amounts are accrued.
Using benchmarks other than those used in this calculation could have a material effect on the amounts
accrued for in a reporting period. The resulting revenue and expense reflect the billed data less the
portion recorded in the prior month plus the unbilled portion of the current month.

" SFAS No. 71, “Accounting for the Effects of Certain Types of Regulation” (SFAS 71)

PSE&G prepares its Consolidated Financial Statements in accordance with the provisions of SFAS
71, which differs in certain respects from the application of GAAP by non-regulated businesses. In
general, SFAS 71 recognizes that accounting for rate-regulated enterprises should reflect the economic
effects of regulation. As a result, a regulated utility is required to defer the recognition of costs (a
regulatory asset) or recognize obligations (a regulatory liability) if it is probable that, through the rate-
making process, there will be a corresponding increase or decrease in future rates. Accordingly, PSE&G
has deferred certain costs, which will be amortized over various future periods. To the extent that
collection of such costs or payment of liabilities is no longer probable as a result of changes in
regulation and/or PSE&G’s competitive position, the associated regulatory asset or liability is charged
or credited to income. See Note 10. Regulatory Assets and Liabilities of the Notes for further discussion
of these and other regulatory issues.

Power and PSEG

Nuclear Decommissioning Trust (NDT) Fund

Power accounts for the assets in the NDT Fund under SFAS No. 115, “Accounting for Certain
Investments in Debt and Equity Securities” (SFAS 115). The assets in the NDT Fund are classified as
available-for-sale securities and are marked to market with unrealized gains and losses recorded in OCIL.
Realized gains, losses, and dividend and interest income are recorded on Powers and PSEG"s
Statements of Operations under Other Income and Other Deductions. Unrealized losses that are
deemed to be Other Than Temporarily Impaired (OTTI), as defined under SFAS 115, Emerging Issues
Task Force 03-1, “The Meaning of Other-Than-Temporary Impairment and Its Application to Certain
Investments” (EITF 03-1), and related interpretive guidance, will be charged against éarnings rather
than OCI. These factors, such as the length of time and extent to which the fair value is below carrying
value, the potential for impairments of securities when the issuer or industry is experiencing significant
financial difficulties and Power’s intent and ability to continue to hold securities, are used as indicators
of the prospects of the securities to recover their value 10% test.:

ITEM 7A. QUALITATIVE AND QUANTITATIVE DISCLOSURES ABOUT
MARKET RISK

PSEG, PSE&G, Power and Energy Holdings

The market risk inherent in PSEG’s, PSE&G’s, Power’s and Energy Holdings’ market risk sensitive
instruments and positions is the potential loss arising from adverse changes in foreign currency
exchange rates, commodity prices, equity security prices and interest rates as discussed in the Notes to
the Consolidated Financial Statements. It is the policy of each entity to use derivatives to manage risk
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consistent with its respective business plans and prudent practices. PSEG, PSE&G, Power and Energy
Holdings use a Risk Management Committee (RMC) comprised of executive officers who utilize an
independent risk oversight functlon to ensure compliance with corporate policies and prudent risk
management practices.

Additionally, PSEG, PSE&G, Power and Energy Holdings are exposed to counterparty credit
losses in the event of non-performance or non-payment. PSEG has a credit management process, which
is used to assess, monitor and mitigate counterparty exposure for PSEG and its subsidiaries. In the
event of non-performance or non-payment by a major counterparty, there may be a material adverse
impact on PSEG and its subsidiaries’ financial condition, results of operations or net cash flows.

Foreign Exchange Rate Risk
.Energy Holdings

Global is exposed to forelgn currency risk and other foreign operations risk that arise from
investments in foreign subsidiaries and affiliates. A key component of this risk is that some of its foreign
subsidiaries and affiliates utilize currencies other than the consolidated reporting currency, the U.S.
Dollar. Additionally, certain of Global’s foreign subsidiaries and affiliates have entered into monetary
obligations and maintain receipts/receivables in U.S. Dollars or currencies other than their own
functional currencies. Primarily, Global is exposed to changes in the U.S. Dollar to Brazilian Real,
Euro, Polish Zloty, Peruvian Nuevo Sol and the Chilean Peso exchange rates. With respect to the
foreign currency risk associated with the Brazilian Real, there has already been significant devaluation
since the initial acquisition of these investments, which has resulted in reduced U.S. Dollar earnings and
cash flows relative to initial projections. However, there have been material improvements during 2003.
Whenever possible, these subsidiaries and affiliates have attempted to limit potential foreign exchange
exposure by entering into revenue contracts that adjust to changes in foreign exchange rates. Global
also uses foreign currency forward, swap and option agreements, wherever possible, to manage risk
related to certain foreign currency fluctuations.

_ As of December 31, 2003, the devaluing Brazilian Real has resulted in a cumulative $253 million
loss of value which is recorded as a $228 million after-tax charge to OCI related to Global’s equity
method investments in RGE. An additional devaluation in the December 31, 2003 Brazilian Real to the
U.S. Dollar exchange rate of 10% would result in a $18 million change in the value of the investment in
RGE and corresponding 1mpact to OCI. In addition, Global had transactional exposure to the Real in
which a 10% adverse change in the exchange rate would result in a loss to earnings of $3 million.

Additionally, Global has $64 million of Euro-denominated receivables subject to fluctuations in the
U.S. Dollar to Euro exchange rate. If the December 31, 2003 Euro to U.S. Dollar exchange rate were to
appreciate by 10%, Global would record a $6 million after-tax foreign currency transaction gain. If the
December 31, 2003 Euro to U.S. Dollar exchange rate were to devalue by 10%, Global would record a
$5 million after-tax foreign currency transaction loss.

Global also has net monetary positions in the Polish Zloty related to its consolidated investments in
Elcho. If the December 31, 2003 Polish Zloty to U.S. Dollar exchange rate were to appreciate by 10%,
Global would record a $4 million after-tax foreign currency transaction gain. If the December 31, 2003
Polish Zloty to U.S. Dollar exchange rate were to devalue by 10%, Global would record a $5 million
after-tax foreign currency transaction loss.

Global has various other foreign currency exposures related to translation adjustments. In
aggregate, a 10% devaluation in such foreign currencies would result in an after-tax charge to OCI of
$93 million.

Commodity Contracts

PSEG and Power

The availability and price of energy commodities are subject to fluctuations from factors such as
weather, environmental policies, changes in supply and demand, state and federal regulatory policies
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and other events. To reduce price risk caused by market fluctuations, Power enters into supply contracts
and derivative contracts, including forwards, futures, swaps and options with approved counterparties,
to hedge its anticipated supply and demand differential. These contracts, in conjunction with owned
electric generation capacity and demand obligations, make up the portfolio.

VaR Model

Power

Power uses value-at-risk (VaR) models to assess the market risk of its commodity businesses. The
model for Power includes its owned generation and physical contracts, as well as fixed price sales
requirements, load requirements and financial derivative instruments. VaR represents the potential
gains or losses, under normal market conditions, for instruments or portfolios due to changes in market
factors, for a specified time period and confidence level. Power estimates VaR across its commodity
businesses.

Power manages its exposure at the portfolio level. Its portfolio consists of owned generation, load-
serving contracts (both gas and electric), fuel supply contracts and energy derivatives designed to
manage the risk around the differential between generation and load.

The RMC established a VaR threshold of $50 million for a one-week (5 business days) holding
period at a 95% (two-tailed) confidence level. The RMC will be notified if the VaR reaches $40 million
and the portfolio will be closely monitored. The Board of Directors of PSEG is notified if a VaR
threshold of $75 million is reached. ‘

The model is an augmented variance/covariance model adjusted for the delta of positions with a
95% two-tailed confidence level for a one-week holding period. The model is augmented to incorporate
the non-log-normality of energy-related commodity prices, especially emissions and capacity and the
non-stationary nature of energy volatility. In many commodities, the natural log of prices is normally
distributed. This is not true of energy commodities which have a higher frequency of extreme events
than would be predicted by a normal distribution. The model also assumes no hedging activity
throughout the holding period, whereas Power actively manages its portfolio.

As of December 31, 2003, VaR was approximately $18 million, compared to the December 31, 2002
level of $7 million. As of December 31, 2003, Power’s load obligation is determined primarily by the
results of the annual BGS auction. To maintain an actionable VaR and to match the terms of the
auction, generation is modeled at 100% of its expected output through May 2004 and at one-third of the
expected output from June 2004 through May 2006.

For the Year Ended December 31, 2003 Total VaR
_ (Millions)
95% Confidence Level, Five-Day Holding Period, Two-Tailed:
Period End ....oooioiiiiiiiiii i e e $18
Average for the Period ..........coiiii i $18
High oo e $35
L LOW L U $9
99% Confidence Level, One-Day Holding Period, Two-Tailed:
Period Bnd . ..oovniiiiii ittt i ... $11
Average for the Period ...........cocoiiiiiiiiii i $10
High .o e $20
DO e e e e $5

Energy Holdings

In general, Energy Holdings manages its commodity exposure through long-term power purchase
agreements. One notable exception is Global’s partial ownership of TIE, which owns two merchant
energy plants that sell their output in the day ahead and forward market. As a result of this open
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position, as of December 31, 2003, VaR was approximately $11 million, compared to the December 31,
2002 level of $4 million.

The model is a variance/covariance model with a two-tailed 95% confidence level for a one-week
holding period. Expected energy output and fuel usage are modeled as forward obligations over a
rolling 12-month period. The Electric Reliability Council of Texas (ERCOT) system is a closed system
and is less liquid than the PJM. This lack of liquidity in ERCOT limits how far forward TIE is able to
sell. This lack of liquidity also makes estimates of volatility and correlation less reliable.

Interest Rates

PSEG, PSE&G, Power and Energy Holdings

PSEG, PSE&G, Power and Energy Holdings are subject to the risk of fluctuating interest rates in
the normal course of business. PSEG’s, PSE&G, Power and Energy Holdings’ policy is to manage
interest rate risk through the use of fixed and floating rate debt, interest rate swaps and interest rate
lock agreemients. PSEG, PSE&G, Power and Energy Holdings manage their respective interest rate
exposures by maintaining a targeted ratio of fixed and floating rate debt. As of December 31, 2003, a
hypothetical 10% change in market interest rates would result in'a $3 million, $2 million and. $2 million
change in annual interest costs related. to debt at PSE&G, Power and Energy Holdings, respectively. In
addition, as of December 31, 2003, a hypothetical 10% change in market interest rates would result in a
$5 million, $233 million, $118 million and $53 million change in the fair value of the debt of PSEG,
PSE&G, Power and Energy Holdings, respectively.

Debt and Equity Securities

PSEG, PSE&G, Power and Energy Holdings

PSEG has approximately $2.7 billion invested in its pension plans. Although fluctuations in market
prices of securities within this portfolio do not directly affect PSEG’ earnings in the current period,
changes in the value of these investments could affect PSEG’s future contributions to these plans, its
financial posmon if its ABO under its pension plans exceeds the fair value of its pension funds and

- future earnings as PSEG would earn a ‘different return-on the fund balance and could be required to
adjust its assumed rate of return.

Power

Power’s NDT Fund is comprised of both fixed income and equity securities totaling $985 million as
of December 31, 2003. The fair value of equity securities is determined independently each month by
the Trustee. As of December 31, 2003, the portfolio was comprised of approximately $619 million of
equity securities and approximately $344 million in fixed income securities. The fair market value of the
“ NDT assets will fluctuate depending on the performance of equity markets. As of December 31, 2003, a
hypothetical 10% change in the equity market would impact the value of the equity securities in the
NDT Fund by approximately $61 million.

Power uses duration to measure the interest rate sensitivity of the fixed income portfolio. Duration
is a summary statistic. of the effective average maturity of the fixed income portfolio. The benchmark for
the fixed income component of the NDT Fund is the Lehman Brothers Aggregate Bond Index, which
currently has a duration of 4.5 years and a yield of 4.1%. The portfolio’s value will appreciate or
depreciate by the duration with a 1% change in interest rates. As of December 31, 2003, a hypothetical
1% increase in interest rates would result in a decline in the market value for the fixed income portfolio
of approximately $14 million. : ‘

Energy Holdings

Resources has investments .in equlty securities and limited partnershlps Resources carries its
investments in equity securities at their fair value as of the reporting date. Consequently, the carrying
value of these investments i§ affected by changes in the fair value of the underlying securities. Fair value
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is determined by adjusting the market value of the securities for liquidity and market volatility factors,
where appropriate. '

As of December 31, 2003, Resources had investments in leveraged buyout funds of approximately
$74 million, of which $25 million was comprised of public securities with available market prices and $49
million was comprised of privately held interests in certain companies. The potential change in fair
value resulting from a hypothetical 10% change in quoted market prices of the publicly traded
investments amounted to $3 million as-of December 31, 2003.

Credit Risk

PSEG, PSE&G, Power and Energy Holdings

- Credit risk relates to the risk of loss that PSEG, PSE&G, Power and Energy Holdings would incur
as a result of non-performance by counterparties pursuant to the terms of their contractual obligations.
PSEG, PSE&G, Power and Energy Holdings have established credit policies that they believe
significantly minimize credit risk. These policies include an evaluation of potential counterparties’
financial condition (including credit rating), collateral requirements under certain circumstances and the
use of standardized agreements, which may allow for the nettmg of posmve‘ and negative exposures
associated with a single counterparty

PSE&G

BGS suppliers expose PSE&G to credit losses in the event of non-performance or non-payment
upon a default of the BGS supplier. Credit requirements are governed under the BPU approved BGS
contract.

Power '

Counterparties expose Power’s trading operation to credit losses in the event of non-performance
or non-payment. Power has a credit management process, which is used to assess, monitor and mitigate
counterparty exposure for Power and its subsidiaries. Power’s counterparty credit limits are based on a
scoring model that considers a variety of factors, including leverage, liquidity, profitability, credit ratings
and risk management capabilities. Power’s trading operations have entered into payment netting
agreements or enabling agreements that allow for payment netting with the majority of its large
counterparties, which reduce Power’s exposure to counterparty risk by providing the offset of amounts
payable to the counterparty against amounts receivable from the counterparty. In the event of non-
performance or non-payment by a major counterparty, there may be a material adverse impact on
Power and its subsidiaries’ financial condition, results of operations or net cash flows. As of December
31, 2003 over 96% of the credit exposure (mark -to-market plus net receivables and payabiles, less cash
collateral) for Power’s trading operations was with investment grade counterparties. The majority of the
credit exposure with non-investment grade counterparties is with certain companies that supply fuel to
Power. Therefore, this exposure relates to the risk of a counterparty performing under its obligations
rather than payment risk. As of December 31, 2003, Power’s trading operations had over 160 active
counterpartles ‘

. As a result of the 2003 New Jersey BGS auction, Power’s trading operation contracted to provide
energy to the direct suppliers of New Jersey electric utilities, including PSE&G, commencing August 1,
2003. The revenue from the majority of the suppliers is paid directly to Power from the utilities that
those suppliers serve. These bilateral contracts are subject to credit risk. A material portion of credit
risk relates to the ability of suppliers to meet their payment obligations for the power delivered under
each contract. Any failure to collect these payments under the contracts could have a material impact
on Power’s results of operations, cash flows and financial position. The payment risk that is associated
with potential nonpayment by any EDC making direct payment under the BGS contracts is lower than
the risk under standard bilateral contracts, since the EDCs are rate-regulated entities.
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Energy Holdings
Global

Eagle Point

In 2000, Global withdrew from its interest in the Eagle Point Cogeneration Project (EPCP) with El
Paso Corporation (El Paso) in exchange for a series of contingent payments over five years. The
payments to date have been received in accordance with the terms of the agreement, including a
payment of $44 million in January 2004. The final principal payment of $37 million under the terms of
the agreement is expected to occur in the first quarter of 2005. In the event that EPCP operating cash
flows are insufficient to make payment, mandatory capital contributions are required from the partners
to pay the note to Global as amounts become due. Additional covenants in the note security package
include mandatory restrictions on cash distributions to the partners and performance guarantees of
EPCP’s obligations are required. El Paso indirectly owns more than 85% of the partnership interests of
EPCP. In February 2003, S&P downgraded El Paso’s long-term corporate credit rating to B+ from BB
and Moody’s reduced El Paso’s debt rating to Caal from Ba2. If El Paso or its subsidiaries or affiliates is
required to fulfill an obligation in accordance with the terms of the agreement and is unable to perform,
there could be a material impact to Energy Holdings’ Consolidated Statements of Operations and net
cash flows in 2005. ‘

Other

Global has credit nsk with respect to its counterparties to PPA’s and other parties. For further
discussion, see MD& A—Future Outlook—Energy Holdings.

Resources

Resources has credit risk related to its investments in leveraged leases, totaling $1.4 billion, which is
net of deferred taxes of $1.6 billion, as of December 31, 2003. These investments are largely
concentrated in the energy. industry and have some exposure to the airline industry. As of December 31,
2003, 65% of counterparties in the lease portfolio were rated investment grade by both S&P and
Moody’s. Resources is the lessor of various aircraft to several domestic airlines. Resources leases a
Boeing B767 aircraft to United Airlines (UAL). In December 2002, UAL filed for Chapter 11
bankruptcy protection. UAL has stated that it intends to retain its B767 aircraft to use in place of other
aircraft. UAL has an additional debt obligation of $53 million associated with this aircraft. Resources
will work constructively with UAL to keep the leveraged lease in place. The gross invested balance of
this investment as of December 31, 2003 was $21 million.

Resources is the lessor of domestic generating facilities in several U.S. energy markets. As a result
of recent actions of the rating agencies due to concerns over forward energy prices, the credit of some
of the lessees was downgraded. Specifically, the lessees in the following transactions were downgraded
below investment grade during 2002 by these rating agencies. Resources’ investment in such
transactions was approximately $412 million, net of deferred taxes of $398 million as of December 31,
2003.

Resources leases a generation facility to Reliant Energy Mid Atlantic Power Holdings LLC
(REMA), an indirect wholly-owned subsidiary of Reliant Resources Incorporated (RRI). The leased
assets are the Keystone, Conemaugh and Shawville generating facilities located in the PJM West market
in Pennsylvania. REMA is capitalized with over $1 billion of equity from RRI and has no debt
obligations senior to the lease obligations. REMA is currently rated B- by S&P and B3 by Moody’s. As
the lessor/equity participant in the lease, Resources is protected with significant lease covenants that
restrict the flow of dividends from REMA to its parent, and by over-collateralization of REMA with
non-leased assets, transfer of which is restricted by the financing documents. Restrictive covenants
include historical and forward cash flow coverage tests that prohibit discretionary capital expenditures
and dividend payments to the parent/lessee if stated minimum coverages are not met, and similar cash
flow restrictions if ratings are not maintained at stated levels. The covenants are designed to maintain
cash reserves in the transaction entity for the benefit of the non-recourse lenders and the lessor/equity
participants in the event of a market downturn or degradation in operating performance of the leased

89



assets. Resources’ investment in the REMA transaction was $117 million, net of deferred taxes of $122
million as of December 31, 2003.

Resources is the lessor of the Danskammer generation facility in New York to Dynegy
Danskammer LLC (Danskammer) and the Roseton generation facility to Dynegy Roseton LLC
(Roseton). Both Danskammer and Roseton are indirect subsidiaries of Dynegy Holdings Inc. (DHI).
The lease obligations are guaranteed by DHI which is currently rated B by S&P and Caa2 by Moody’s.
Resources’ investment in Danskammer and Roseton was $122 million, net of deferred taxes of $68
million as of December 31, 2003.

Resources is the lessor/equity participant of the Collins facility, as well as the Powerton and Joliet
stations to Midwest Generation LLC (Midwest), an indirect subsidiary of Edison Mission Energy
(EME). Edison Mission Midwest Holdings (EMM Holdings) is also an indirect subsidiary of EME. As
of December 31, 2003, the gross investment balances for the Collins facility and the Powerton and Joliet
facilities were $101 million and $72 million, respectively net of taxes of $98 million and $110 million,
respectively. On October 16, 2003, certain of EMM Holdings’ corporate credit ratings were placed on
credit watch with negative implications. On December 12, 2003, after completion of a refinancing, S&P
removed EMM Holdings from credit watch and affirmed its B rating.

Resources has lease covenants that include historical and forward cash flow coverage tests that
prohibit certain capital expenditures and dividend payments to the parent/lessee if stated minimum
coverages are not met, and similar cash flow restrictions if ratings are not maintained at stated levels.
The covenants are designed to maintain cash reserves in the transaction entity for the benefit of the
non-recourse lenders and the lessor/equity participants in the event of a market downturn or
degradation in operating performance of the leased assets. In the event of default under the lease
covenants, Resources among others would have rights to the cash trapped at EMM Holdings. While
these covenants help to provide liquidity to the creditors and the lease equity in the transaction, no
assurances can be given that such covenants will be sufficient to prevent Resources from incurring a
material loss of its equity investment and future earnings and cash flow.

- In the event of a default, Energy Holdings would exercise its rights and attempt to seek recovery of
its investment. The results of such efforts may not be known for a period of time. A bankruptcy of a
lessor and failure to recover adequate value could lead to a foreclosure of the lease. Under a worst-case
scenario, if a foreclosure were to occur, Resources would record a pre-tax write-off up to its gross
investment in these facilities. The investment balance increases as earnings are recognized and
decreases as rental payments are received by the lessor. Also, in the event of a potential foreclosure, the
net tax benefits generated by Resources’ portfolio of investments could be materially reduced in the
period in which gains associated with the potential forgiveness of debt at these projects occurs. The
amount and timing of any potential reduction in net tax benefits is dependent upon a number of factors
including, but not limited to, the time of a potential foreclosure, the amount of lease debt outstanding,
any cash trapped at the projects and negotiations during such potential foreclosure process. The
potential loss of earnings, impairment and/or tax payments could have a material impact to PSEG’s and
Energy Holdings’ financial position, results of operations and net cash flows.

As of December 31, 2003, lease payments on these facilities were current. Also, as of December 31,
2003, Res